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the Pxuting CAL OR 
proves figures right! 


Mr. Boat-Builder could easily have figured the door-width 
right with the Printing Calculator! 

Everywhere accountants report that the Printing Calculator 
prevents mistakes and saves time by simultaneously working 
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printing, and proving their problems—as the tape shows. 


The Printing Calculator replaces two 
machines: the ordinary adding ma- 
chine that can’t calculate, and the 
ordinary calculator that can’t print. 
It is the ONLY machine that prints as it divides 
automatically, multiplies, adds and sub- 
tracts! 
Phone your Remington Rand office now, 
or write us at New York 10, N. Y., for the 
free booklet TOPS. 
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WHEN YOU’RE PLANNING 


suiJ\N ACCOUNTING SYSTEM. .. 


THE 
IR Call upon Addressing Machine & Equipment Co. for unbiased 


iL 2 information as to the best system to use. There is a bookkeeping 
y or billing machine here to fit every need—at great savings. Each 
machine is completely reconditioned and guaranteed for one year. 
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How would you like 


@ 50% clerical savings! 

@ Constant proof of accuracy! 
fen, @ Fast credit authorization ! 

@ Simplified collection control! 





ne of the first to see the revolutionary ad- 
vantages of Simplified Unit Accounting 
with Kolect-A-Matic equipment, Commercial 
Motor Freight Inc. (Columbus, Ohio) says 
now after five years— 

“With any other method at least eight clerks 
would be required to do the work we do with 
our bookkeepers. Kolect-A-Matic enables us to 
andle a volume of some 5,000 invoices daily 
with clerical economy, accuracy and favorable 
ollections without parallel in our experience!” 
If you are a manufacturer or wholesaler, 
ere’s something here for you! Especially 
how that the cost of doing business must be 
ept at bed-rock levels! 

Under this unique plan, charges are posted 
imply by filing invoice copies in Kolect-A- 
atic pockets. No ledger sheets are used. To 
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in handling 
ACCOUNTS 
RECEIVABLE 


KOLECT-A-MATIC 


Simplified Unit Invoice 







Accounting Plan 


















post credits, invoices are merely removed 
from the pockets and stamped “Paid.” 

In the visible margin of each pocket, 
Graph-A-Matic signal control flashes the 
month of the oldest unpaid invoice for fast, 
accurate credit decisions and selective collec- 
tion follow-up. Complete proof of figures is 
maintained constantly with minimum effort. 

For point-of-use, fire protection of irre- 
placeable records, Kolect-A-Matic equipment 
can be housed in insulated Safe-Ledger Trays. 


> WRITE TODAY for free booklet KD-253, a graphic 
portrayal of this system at work! Address our nearest 
Branch Office, or Systems Headquarters in New York. 





SYSTEMS DIVISION 


REMINGTON RAND 


315 Fourth Ave., Jew York 10, N. Y. 


COPYRIGHT 1945, REMINGTON RAND ING 








America has much to be thankful for. 


Abroad we have overcome enemies whose 
strength not long ago sent a shudder of fear 
throughout the world. 

At home we have checked an enemy _ that 
would have impaired our economy and our 
American way of life. That enemy was inflation 
—runaway prices. 

The credit for this achievement, like the credit 
for military victory, belongs to the people. 

You—the individual American citizen—have 
kept our economy strong in the face of the 
— inflationary threat this nation ever 
aced. 


You did it by simple, everyday acts of good 
citizenship. 

You put, on the average, nearly one-fourth of 
your income into War Bonds and other savings. 
‘The 85,000,000 owners of War Bonds not only 
helped pay the costs of war, but also contributed 
greatly to a stable, prosperous postwar nation. 

You, the individual American citizen, also 
helped by cooperation with rationing, price and 
wage controls, by exercising restraint in your 
buying and by accepting high wartime taxes. 

All these things relieved the pressure on prices. 


THE TASK AHEAD 


We now set our faces toward this future: a 
prosperous, stable postwar America—an America 
with jobs and an opportunity for all. 


A 
Timely 
Message 


to 
Americans 


from 
The Secretary of the Treasury 





To achieve this we must steer a firm course 
between an inflationary price rise such as fol- 
lowed World War I and a deflation that might 
mean prolonged unemployment. Prices rose 
more sharply after the last war than they did 
during the conflict and paved the way for the 
depression that followed—a depression which 
meant unemployment, business failures and 
farm foreclosures for many. 


Today you can help steer our course toward a 
prosperous America: 

—by buying all the Victory Bonds you can 

afford and by holding on to the War Bonds you 

now have 

—by en gmanrn, 3 with such price, rationing 

and other controls as may be necessary for a 

while longer 

—by continuing to exercise patience and good 

sense with high faith in our future. 
The challenge to America of switching from 
war to peace with a minimum of clashing gears 
is a big one. 

But it is a small one compared to the tasks 
this nation has accomplished since Sunday, 
December 7, 1941. 


atl ug 


Secretary of the Treasury 





A Government message prepared by the War Advertising Council and contributed 
by this magazine in cooperation with the Magazine Publishers of America. 
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Within walking distance 


T’sS not even too far to hobble, when 

you're leaving the blank walls of a 
hospital room for a brief while, on 
your way to a place of laughter and 
song and play. 

The welcoming doors of a U.S.O. 
lounge club are just outside the hos- 
pital grounds — at more than 500 
hospitals. 

Here, at the house of smiles, war- 
shattered veterans escape from hospital 
routine, from the smell of ether and 
disinfectants. Here they enjoy their 
favorite phonograph records, today’s 
newspaper, the checker-board that 
you gave them when you gave to your 
local community fund. 

These are little things, but they’re 
good medicine! The nearby U.S.O. 
lounge is theater, club—almost home 
—to the shocked and hurt boy whose 
present home is a hospital room. 


Your donation to the community 
war fund supports the U.S.O. and 20 
other agencies. It provides maternity 
care for wives of servicemen, whole- 
some recreation to keep children off 
the streets, help for the stricken people 
of our allies, and help for your own. 


You help many who can’t help 
themselves, yet you are asked for only 
one gift. Let your heart decide how 
big it should be. 


Your Community 
War Fund 2& 


SRE 
Representing the National War Fund 
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MAKING 
YOUR WISHES 
COME TRUE... 


One wish has been fulfilled. Won by 
31% years of deadly struggle. With 
God’s help, we have prevailed. 


Now we have a chance to make an- 
other wish come true. For most of us, 
the outlook is a bright one. If we will 
simply use the brains, the will, the en- 
ergy, the enterprise . . . the materials 
and resources . . . with which we won 
our war, we can’t fail to win the peace 
and to make this the richest, happiest 
land the world has known. 


Your wishes have been wrapped in 
that bright outlook. Your wish for a 
cottage by a lake. For your boy’s col- 


lege education. For a trip you long to 
take. For a ‘“‘cushion’’ against emer- 
gencies and unforeseen needs. 


You can make those wishes come true 
by buying bonds today . .. buying them 
regularly .. . and holding on to them 
in spite of all temptation. 





There’s no safer, surer investment in 
the world. You can count on getting 
back $4 for every $3 you put in E 
Bonds—as surely as you can count on 
being a day older tomorrow. 


So why not be patriotic and smart 
at the same time? 


FULFILL YOUR WISH—BUY EXTRA BONDS 
IN THE GREAT VICTORY LOAN! 


THE NEW YORK STATE SOCIETY 
OF CERTIFIED PUBLIC ACCOUNTANTS 


This is an official U. S. Treasury advertisement—prepared under 
auspices of Treasury Department and War Advertising Council 
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with all the advantages 
of ring binding . . . plus new economy 
and new features. 


SE = 
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Here is a new type of loose leaf binding with 
closely spaced rings for extra protection against sheets 
tearing out. It is strong, but light in weight . . . opens, 
closes, and handles easily . . . grips and holds sheets 
of all kinds securely. Great for today’s thin paper! 


The applications of “NUMER-RING” in days to come 
will be many and varied . . . catalogs, price lists, data 
books, manuals, visible, ringbooks, pay-roll books, and 
a host of others. Meanwhile it is becoming available 
in stock covers and can be “tailor-made” in an assort- 
ment of styles and materials to meet your specifications. 


ASK YOUR STATIONER 
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Staggered rings make Closely spaced rings for Neat in appearance—light Ring arrangement allows 


sheets turn without friction extra protection against in weight. Price compara- sheets to be assembled 
and simplify insertions. sheets tearing out. Con- ble to least expensive loose with visible margins. Light 
Equipped with an easy- tents lie flat when binder leaf mechanisms. gauge rings with accu- 
opening device. is open. rately matched joints. 








NATIONAL BLANK BOOK COMPANY 


MASSACHUSETTS 


BOSTON SAN FRANCISCO 
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Announcing a 
PRIZE ESSAY CONTEST 


The Committee on Publications announces a prize essay contest, 
the essays, to be submitted by December 15, 1945, to be on a 
subject of interest to the accounting profession and suitable for 
publication in The New York Certified Public Accountant. 
Prizes in the amount of $150 for first prize, $100 for second 
prize, and $50 for third prize are offered. 


The general rules of the contest are as follows: 


All papers shall be original and the manuscript shall be typed in 
duplicate on 814 x 11 stationery, double or triple space typing, and 
should not be more than 5000 words. 


. 
The name of the individual submitting the paper should not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter 
giving the contestant’s name and address. 

~ 
When submitted to the judges, each manuscript will be given a key 
number of identification. 

» 
Manuscripts should be forwarded to The Managing Editor of The 
York Certified Public Accountant, 15 East 41st Street, New York 
17, N. Y., on or before December 15, 1945. Awards will be 
announced as soon thereafter as possible. 

* 
All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers may be 
entitled to prizes. 





It is suggested that contestants read the comments on previous 
contests by Hugh O'Reilly appearing on page 452 of the August 
1945 issue of The New York Certified Public Accountant. 
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The matter contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 
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Social and Economic Trends 


Affecting Accountancy 


By Epwarp B. Witcox, C.P.A. 


BOUT a thousand years ago a 

new civilization was born in 
western Europe. This was our civil- 
ization. It came into being because 
men’s minds began to turn with curi- 
osity toward nature and with respect 
toward learning. These are the in- 
gredients of science and invention. 
They have brought the printing press, 





Epwarp B. WILcox is a Certified 
Public Accountant of Illinois and 
a past president of the Illinois 
Society. He is a member of the 
American Accounting Association, 
a past member of the Board of Ex- 
aminers in Accountancy in Illinois, 
and is a Vice-President of the 
American Institute of Accountants. 
He has served on the council of the 
Institute and on many of its com- 
mittees, including the Committees 
on Accounting Procedure, Federal 
Taxation, State Legislation, De- 
velopment of the Profession, and 
Professional Ethics. He is also a 
director of the Chicago Crime Com- 
mission. Mr. Wilcox is a partner 
of Edward Gore and Company of 
Chicago. 











steamships, railroads, telephones, rad- 
ios, airplanes, and factories with 
power-driven machinery. The masses 
of the people have been taken away 
from primitive agriculture and put to 
work as specialists. They are no 
longer secure on little farms, but de- 
pendent on others both for the op- 
portunity to work and for goods to 
fill their needs. And this new civili- 
zation has brought popular education 
to the people. It has enabled them to 
understand that they live in an age 
of potential plenty, that its problems 
are not scarcity but unemployment 
and surplus production, and that no 
man in this age is sufficient unto him- 
self, but rather that all are greatly 
dependent on one another. And the 
miracles of transportation and com- 
munication have brought the people 
of the world together so that their in- 
terdependence now extends without 
barriers to all parts of the earth. 
These things have come about be- 
cause of a spirit of restless inventive 
curiosity. It began to grow in a poli- 
tical framework of feudalism, but it 
survived the break-up of that frame- 
work. It brought the curse of class- 
icism when the older civilizations 


Presented at the Wartime Conference sponsored by the American Institute of Account- 
ants and the Buffalo Chapter of the Society on May 31, 1945. 
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were rediscovered, but it persisted 
while classicism declined. It survived 
the age of kings, and wars, and relig- 
ious persecution. It brought the mer- 
cantile system into being and will 
outlive it, if indeed it hasn’t done so 
already. It has led us to new experi- 
ments in government, including our 
own in America, and it has brought 
industrialism and the capitalistic sys- 
tem. It has thrived on opposition and 
persecution of all kinds. This spirit 
is the one living, growing dynamic 
force in our civilization which is 
irresistible. 

But although the essence of our 
civilization continues unchanged, the 
things that it has brought about are 
new. They lie who say that history 
repeats itself. History is forever new, 
and dead epochs do not arise from 
the grave. The great social and eco- 
nomic trends of today, growing out 
of inventions, scientific discovery, 
and education, are enemies of poten- 
tial plenty based on power and mass 
production, the education of the peo- 
ple and their understanding of their 
place in the world, and the shrinking 
of this world so that all in it are 
neighbors. Never before have these 
things been true as they are today. 
And following from them come new 
uses of government, new concepts 
of democracy, and new recognitions 
of the public interest. 


Mass Production 


Efficient mass production is the 
least strange to us of these trends. 
Perhaps it is so well established that 
we should call it a condition rather 
than a trend. Certainly it is so’fam- 
iliar that its dangers are well known. 
3ecause workmen are specialists and 
dependent on jobs, they are insecure, 
and because the complex financial 
structure that has grown up around 
big business organizations is subject 
to economic forces too little under- 
stood, we have become a generation 
suffering from high blood pressure, 
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heart ailments, and stomach ulcers 
induced by worry. There are those 
who advocate a return to the simple 
life, but that is a kind of defeatism 
which will not prevail because it is 
opposed to something basic in our 
civilization. Nor should it prevail, 
because industrialism is our great 
hope of better living standards. There 
will be no turning back from the ma- 
chine age. As long as this civiliza- 
tion continues, it will be an industrial 
one. 

In a measure this is a happy 
thought for accountants because 
large industrial organizations can- 
not operate successfully without that 
tool of management which account- 
ancy provides. We know how to 
furnish this essential service because 
we have grown up with industry, and 
have devised and improved efficient 
and practical methods of record keep- 
ing that safeguard funds, and make 
possible the control of costs, and effi- 
ciency, and properties. This is a use- 
ful service, but it is one which could 
be rendered without a profession of 
public accountancy. Aid to manage- 
ment can be furnished by staffs of 
internal accountants. The service 
which has justified the growth of 
public accounting as a profession is 
that of providing trustworthy inde- 
pendent opinions on financial state- 
ments. The need for this service has 
developed because owners and cred- 
itors and management are too far 
apart and their interests are too com- 
plex to be satisfied by looking over 
each other’s shoulders. Public ac- 
countants have filled this need be- 
cause they have demonstrated the 
possession of not only ability, but ef- 
fective ethics and independence. For 
as long as the owner-manager-cred- 
itor relationship remains paramount 
in our economic structure, trust- 
worthy professional opinions relating 
primarily to income determination. 
based on sound analytical auditing 
techniques, will be required. But it 
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is one thing to be sure that we will 
always have large-scale mass pro- 
duction and another to be equally 
sure that authority and responsibility 
for it will always rest on the familiar 
foundation of ownership, creditors, 
and management. There is nothing 
basic in our civilization to guarantee 
the permanence of this foundation. 
And if it should be replaced by some- 
thing else, then the purposes of fin- 
ancial reporting would change. Such 
reporting might be oriented toward 
labor or social usefulness. It would 
then remain to be seen whether or 
not the services of independent pro- 
fessional accountants would be re- 
quired in this new orientation, and 
whether or not the members of that 
profession would adapt themselves 
to it. We have found and filled a need 
today, but we must be capable of 
growth and change if we are to be 
sure that we will continue to find 
equal usefulness in the future. 


Popular Education 


The education of the masses of 
the people has come at the same time 
that their. security has been threat- 
ened by technology and the complex- 
ity and relative instability of an in- 
dustrial economy. This is not mere 
coincidence since both things have 
resulted from the same causes. But 
the timing is fortunate because the 
people have never had such great 
need of understanding. Although 
popular education is imperfect and 
not quite universal, the people gen- 
erally know that some solution must 
be found for the kind of social inse- 
curity which industrialism has 
brought. Thus we have farmer and 
consumer cooperatives and labor un- 
ions, and we have socialist and com- 
munistic groups, and these groups 
are growing. There is an obvious 
danger in all this that a partly but 
not sufficiently enlightened people 
will make mistakes or go to harmful 
extremes. But there is no turning 
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back from the trend. Efforts to do 
so will be futile, and had much better 
be devoted to directing it. We are go- 
ing to have better and broader social- 
security laws and they are probably 
going to, provide for medical care. 
We are going to have governmental 
concern over employment and hous- 
ing. I think we are going to have 
more cooperatives. And we are cer- 
tainly going to continue to have labor 
unions. It may be hoped that as 
these unions gain in strength they 
will become more responsible than 
some of them have been, but we may 
as well recognize that organized la- 
bor will continue to grow in power. 


Financial Statements for 
Labor Unions 


Now, if labor is to have a voice in 
management, it will need the guid- 
ance of financial statements designed 
to show what labor needs to know. 
Here is an opportunity for public ac- 
countancy as a profession. The de- 
signing of statements and the allo- 
cation of revenue and costs for this 
purpose will require a certain techni- 
cal skill, but the professional opinion 
on which reliance may be placed by 
both management and labor requires 
a new application of professional in- 
tegrity. It requires an extension of 
the accountant’s concept of indepen- 
dence. Heretofore he has held him- 
self independent of the specific man- 
agement which employed him, but 
his responsibility has still been largely 
to the field of business, as represent- 
ed by combined management, invest- 
ors, and creditors. To deserve and 
obtain the confidence of labor, he 
must be independent of this entire 
viewpoint. Such a concept of inde- 
pendence gives added force to the 
words of George O. May that “ac- 
counting has developed from a ser- 
vice department of business to be- 
come a social force.” 

But it is not enough that labor 
unions be informed about the reven- 
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ues in which their members share. 
These unions have grown into vast 
organizations handling prodigious 
sums of money. In the interests of 
their own members as well as of the 
public, their financial statements 
should be independently examined 
and published. In some cases this 
has been done voluntarily, but it is 
far from a universal practice. Here 
is a job lying squarely within the 
field of the professional public ac- 
countant. The basic need is for hon- 
est publicity, and there can be no 
better assurance of it than that fur- 
nished by an independent 
of established integrity. But it seems 
obvious that the labor unions them- 


profession 


selves would never entrust this func- 
tion toa group if they suspect it of 


an anti-labor bias, nor indeed should 
they. Whether the general auditing 
of labor-union accounts comes about 
by legislation or persuasion, it will 
be done by professional public ac- 
countants only if they are truly in- 
dependent of all the conflicting in- 
terests which may be involved. 

The shrinking and _ integrated 
world in which we live is slowly but 
surely bringing an end to isolation 
and autonomy in local affairs. Our 
locally controlled public-school sys- 


tem is breaking down because some 
districts don’t have enough pupils 
and others are overcrowded. State 


and national aid compensates for this 
difficulty, and provides incentives 
for special kinds of instruction, but 
then the schools are no longer purely 
local. Local crime-prevention agen- 
cies are unable to cope with motor- 
ized banditry, and so the Federal 
sureau of Investigation goes after 
the big criminals. State utilitv, and 


commerce, and securities commis- 


sions have been unable to reach 
across state lines, and so their func- 
tions have gravitated more and more 
toward federal commissions. And 


the concept of interstate commerce 
] 


has been so broadened as to include 
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that might have 


anything 
crossed a state line, even if it.didn’t. 


almost 


Nor does the trend toward central- 
ization stop within our own country. 
We are now talking about an inter- 
national bank which is a sort of world- 
wide FHA. We are contemplating an 
international monetary fund which is 
a global RFC An international-trade 
authority would be an extension of 
the fair-trade practices act, to the en- 
tire world. The United Nations Re- 
lief and Rehabilitation Administration 
is just an international sommeidlte 
fund. The International Labor Or- 
ganization has already established 
unionism on a world-wide | Dum- 
barton Oaks, more reeently San Fran- 
cisco, will probably emerge as a sort 
of world police force, whether with 
or without policemen, we don't yet 
know. And the nations of the world 
are now facing, with some trepida- 
tion, the prospect of a genuine world 
government. These nations are ina 
situation not unlike that of the thir- 
teen colonies when they were resist- 
ing the formation of a federal govern- 
ment of the United States of America. 
The trend and the forces that make 
it up are moving us toward what must 
some day become in reality one world. 


hasis 5. 


State and National Boundaries 
Become Less Distinct 


Public accounting, like everything 
else, is growing into world-wide pro- 
portions. We have long chafed under 
the difficulties of interstate restrictions 
growing out of control of accountancy 
by state laws, and it is time for us to 
begin to adjust our minds to the 
prospect of iederal control. This is 
not a program sponsored by the Am- 
erican Institute of Accountants, but 
the directions in which I 
trends originating 


ki 


it is one of 
believe current 
outside the prof 
Many of us won't like the thought, 
either because we cherish state rights 
or distrust our own government in 
Washington, or both, but capital and 
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industry do not stop at state lines 
7 neither can public accounting. 
State legislation, in well meaning at- 
seit to uphold standards within 
each state, cannot avoid restrictions 
on free practice. Educational or ex- 
perience or other requirements are not 
iform among the states. Either this 
of uniformity is detrimental to 
the standing of the profession, if the 
requirements are important, or, if 
they are not, then their irrelevance 
is an indictment of state — 
And last but far from least, state con- 
trol of accountancy ae a farce of 
any attempt on the part of this country 
to establish reciprocity leading to the 
free entrance of our accountants into 
other countries. Trade and business 
halt no more at the frontiers of na- 
tions than at the boundaries of states. 
In recognition of this fact the execu- 
tive committee of the American In- 
stitute of Accountants passed a reso- 
lution last December calling for the 
free passage of qualified professional 
accountants across state and national 
boundaries in the belief that it will 
not only advance the interests of the 
profession in all countries, but will 
well serve the national and interna- 
tional economy. And so if we can 
bear to face it, we might well go fur- 
ther and prepare our minds for an 
international authority to issue certi- 
ficates to practice accountancy in the 
world. 





Similar considerations apply to the 
establishment of nation and world- 
wide auditing standards, accounting 
principles, and ethics. 
presuming to serve an integrated and 
industrialized world must have uni- 
form and widely understood prac- 
tices. It is interesting to note that 
we have progressed further in this 
field than we have in respect to con- 
trolling legislation. Although some 
state codes of ethics differ from 
others, generally accepted auditing 
standards and accounting principles 
are nationwide. This fact is largely 
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Social and Economic Trends Affecting 


A profession’ 





Accountancy 


American 
Accountants working 
through its committees on auditing 


an achievement of the 
Institute of 


and accounting procedure. The la- 
bors of these committees have brought 
a considerable degree of order out 
of what was once chaos. Credit 
should also be given to the Securities 
and Exchange Commission for its 
Accounting Series releases. Although 
the Commission has exercised com- 
mendable caution in issuing these re- 
leases, it has, over the last decade, pro- 
mulgated an impressive body of authori- 
tative rules and standards. All this 
is splendid, and it is difficult to see 
how accountancy could have been as 
useful as it has been during the past 
decade, without it. Nor should we 
shrink from encouraging internation- 
al organizations of accountants to 
enter this field and to bring the 
world-wide practice of accountancy 
into similar harmony. 


“The Tyranny of Tradition” 
But there is a danger that the 


establishment of uniformity may lead 


to crystalization. It is relatively 
sasy for us to see how this has oc- 
curred in other fields. The tryanny 
of tradition is present in our armed 
forces, in the law, in medicine, in 
education, and in nearly all fields. 
It is felt less in professional account- 
ancy because that field is newer than 
some of the others, but it may grow 
on us if we don’t watch out. Already 
we are hampered by some of the con- 
cepts adopted by utilities commis- 
sions. Since rate-making considera- 
tions have saddled utilities with the 
original-cost concept, and have been 
controlling in setting thels fixed- 
asset and depreciation policies, the 
validity of their accounting has been 
impaired. And when the telephone 
instrument on your desk is a fixed 
asset as long as it stays there, but 
becomes a current asset when your 
service is disconnected and the in- 
strument goes back in the telephone 


509 








The New York Certified Public Accountant 


ues in which their members share. 
These unions have grown into vast 
organizations handling prodigious 
sums of money. In the interests of 
their own members as well as of the 
public, their financial statements 
should be independently examined 
and published. In some cases this 
has been done voluntarily, but it is 
far from a universal practice. Here 
is a job lying squarely within the 
field of the professional public ac- 
countant. The basic need is for hon- 
est publicity, and there can be no 
better assurance of it than that fur- 
nished by an independent profession 
of established integrity. But it seems 
obvious that the labor unions them- 
selves would never entrust this func- 
tion to a group if they suspect it of 
an anti-labor bias, nor indeed should 
they. Whether the general auditing 
of labor-union accounts comes about 
by legislation or persuasion, it will 
be done by professional public ac- 
countants only if they are truly in- 
dependent of all the conflicting in- 
terests which may be involved. 

The shrinking and_ integrated 
world in which we live is slowly but 
surely bringing an end to isolation 
and autonomy in local affairs. Our 
locally controlled public-school sys- 
tem is breaking down because some 
districts don’t have enough pupils 
and others are overcrowded. State 
and national aid compensates for this 
difficulty, and provides incentives 
for special kinds of instruction, but 
then the schools are no longer purely 
local. Local crime-prevention agen- 
cies are unable to cope with motor- 
ized banditry, and so the Federal 
Bureau of Investigation goes after 
the big criminals. State utilitv, and 
commerce, and securities commis- 
sions have been unable to reach 
across state lines, and so their func- 
tions have gravitated more and more 
toward federal commissions. And 
the concept of interstate commerce 
has been so broadened as to include 
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almost anything that might have 
crossed a state line, even if it didn’t. 

Nor does the trend toward central- 
ization stop within our own country. 
We are now talking about an inter- 
national bank which is a sort of world- 
wide FHA. We are contemplating an 
international monetary fund which is 
a global RFC. An international-trade 
authority would be an extension of 
the fair-trade practices act, to the en- 
tire world. The United Nations Re- 
lief and Rehabilitation Administration 
is just an international community 
fund. The International Labor Or- 
ganization has already established 
unionism on a world-wide basis. Dum- 
barton Oaks, more reeently San Fran- 
cisco, will probably emerge as a sort 
of world police force, whether with 
or without policemen, we don't yet 
know. And the nations of the world 
are now facing, with some trepida- 
tion, the prospect of a genuine world 
government. These nations are ina 
situation not unlike that of the thir- 
teen colonies when they were resist- 
ing the formation of a federal govern- 
ment of the United States of America. 
The trend and the forces that make 
it up are moving us toward what must 
some day become in reality one world. 


State and National Boundaries 
Become Less Distinct 

Public accounting, like everything 
else, is growing into world-wide pro- 
portions. We have long chafed under 
the difficulties of interstate restrictions 
growing out of control of accountancy 
by state laws, and it is time for us to 
begin to adjust our minds to the 
prospect of federal control. This is 
not a program sponsored by the Am- 
erican Institute of Accountants, but 
it is one of the directions in which I 
believe current trends originating 
outside the profession are taking us. 
Many of us won't like the thought, 
either because we cherish state rights 
or distrust our own government in 
Washington, or both, but capital and 
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industry do not stop at state lines, 
and neither can public accounting. 
State legislation, in well meaning at- 
tempts to uphold standards within 
each state, cannot avoid restrictions 
on free practice. Educational or ex- 
perience or other requirements are not 
uniform among the states. Either this 
ack of uniformity is detrimental to 
the standing of the profession, if the 
requirements are important, or, if 
they are not, then their irrelevance 
is an indictment of state legislation. 
And last but far from least, state con- 
trol of accountancy makes a farce of 
any attempt on the part of this country 
to establish reciprocity leading to the 
free entrance of our accountants into 
other countries. Trade and business 
halt no more at the frontiers of na- 
tions than at the boundaries of states. 
In recognition of this fact the execu- 
tive committee of the American In- 
stitute of Accountants passed a reso- 
lution last December calling for the 
free passage of qualified professional 
accountants across state and national 
boundaries in the belief that it will 
not only advance the interests of the 
profession in all countries, but will 
well serve the national and interna- 
tional economy. And so if we can 
bear to face it, we might well go fur- 
ther and prepare our minds for an 
international authority to issue certi- 
ficates to practice accountancy in the 
world. 


Similar considerations apply to the 
establishment of nation and world- 


wide auditing standards, accounting, 


principles, and ethics. A profession 
presuming to serve an integrated and 
industrialized world must have uni- 
form and widely understood prac- 
tices. It is interesting to note that 
we have progressed further in this 
field than we have in respect to con- 
trolling legislation. Although some 
state codes of ethics differ from 
others, generally accepted auditing 
standards and accounting principles 
are nationwide. This fact is largely 
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an achievement of the American 
Institute of Accountants working 
through its committees on auditing 
and accounting procedure. The la- 
bors of these committees have brought 
a considerable degree of order out 
of what was once chaos. Credit 
should also be given to the Securities 
and Exchange Commission for its 
Accounting Series releases. Although 
the Commission has exercised com- 
mendable caution in issuing these re- 
leases, it has, over the last decade, pro- 
mulgated an impressive body of authori- 
tative rules and standards. All this 
is splendid, and it is difficult to see 
how accountancy could have been as 
useful as it has been during the past 
decade, without it. Nor should we 
shrink from encouraging internation- 
al organizations of accountants to 
enter this field and to bring the 
world-wide practice of accountancy 
into similar harmony. 


“The Tyranny of Tradition” 

But there is a danger that the 
establishment of uniformity may lead 
to crystalization. It is relatively 
easy for us to see how this has oc- 
curred in other fields. The tryanny 
of tradition is present in our armed 
forces, in the law, in medicine, in 
education, and in nearly all fields. 
t is felt less in professional account- 
ancy because that field is newer than 
some of the others, but it may grow 
on us if we don’t watch out. Already 
we are hampered by some of the con- 
cepts adopted by utilities commis- 
sions. Since rate-making considera- 
tions have saddled utilities with the 
original-cost concept, and have been 
controlling in setting their fixed- 
asset and depreciation policies, the 
validity of their accounting has been 
impaired. And when the telephone 
instrument on your desk is a fixed 
asset as long as it stays there, but 
becomes a current asset when your 
service is disconnected and the in- 
strument goes back in the telephone 
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company’s warehouse, some queer 
accounting results appear. These 
things follow from rules too deeply 
imbedded and difficult to change, and 
these rules are strengthened by co- 
operation between the federal utili- 
ties commissions and the Securities 
and Exchange Commission. Too 
much order can lead to too little 
freedom. 

It will be a challenge to account- 
ants to keep themselves free from 
this kind of tyranny of tradition, and 
as a practical suggestion I urge that 
at some time not too far away, we 
repeal some bulletin on accounting 
or auditing procedure by the Ameri- 
can Institute of Accountants, or that 
we obtain the repeal by the Securities 
and Exchange Commission of one 
of its numerous Accounting Series 
releases. [ am not nominating any 
particular one of these pronounce- 
ments for the slaughter. That is not 
so important. But if something is 
repealed sometime, we will have 
demonstrated both to ourselves and 
to others that we are not bound and 
fettered by everything that has been 
said, and that we will not slowly sink 
into a morass of outmoded account- 
ing rules that usurp the place of 
judgment. 


Government Functions Increase 

[It follows inevitably, although it 
may seem unhappily, from the inter- 
dependence of men and the smallness 
of the world, that the functions of 
government are increasing. Govern- 
ment is the people’s business, and it 
is the only kind of agency which can 
represent all the people. Few of us 
struggle any longer against control 
of utilities or other services which it 
has been established are tinged with 
the public interest; we just complain 
about how it We seldom 
hear suggestions that the post office 
be turned over to private monopoly. 
We seem to accept without much 


pain the existence of public parks 


is done. 


rah 
SIU 


and schools, conservation and flood- 
control projects, municipally oper- 
ated sewage disposal, water, gas, and 
electric plants, and local transporta- 
tion facilities. Weare fairly well in- 
ured to the public registration of 
private securities. Yet many of these 
things have come to pass in our own 
lifetimes, and they are coming faster 
and faster. They are of two kinds: 
governmental production and _ service 
and governmental supervision and 
control of private production and 
service. 

In the field of governmental pro- 
duction and service, professional 
public accountants have, for many 
years, done a measure of auditing, 
but not, I fear, enough either as to 
quantity or quality. Municipal ac- 
counting for cities, towns, villages, 
and school districts is in a notorious- 
ly bad state throughout the nation, 


partly because not enough good 
municipal auditing is done. And this 


is partly due to the unwillingness of 
many competent accountants to seek 
or accept this work because of its un- 
desirable aspects. But if municipally 
operated functions increase, and pro- 
fessional accountants continue to 
shun anything tainted with political 
management, they will be relegated 
to a smaller and smaller place in the 
functioning of our economy. It is 
important that we serve this growing 
segment of the people’s business. 
Growing even faster than local 
governments, however, are the func- 
tions of our federal government, fol- 
lowing the trend toward centraliza- 
tion which is the result of our shrink- 
ing world. Of particular interest to 
accountants is the existence of a 
hundred and one great government 
corporations... Independent public 
accountants have examined the rec- 
ords of some of these corporations; 
others have had only the limited 
benefits of what is called a govern- 
mental audit by the General Ac- 
counting Office, that is fixing the 
accountability of officers, and check- 
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ing disbursement vouchers; and 
still others have been audited by 
nobody. In the past two years 
special legislation has provided for 
commercial audits of two of these 
corporations by the General Ac- 
counting Office. Such audits .are 
designed to afford a basis for: an 
opinion on the financial statements 
of the corporations. And now Con- 
gress has authorized the General 
Accounting Office to make commer- 
cial audits of all of the federal gov- 
ernment corporations, and it is or- 
ganizinig a new commercial audit 
section. In charging his office with 
this new responsibility, Congress 
has also given the Comptroller Gen- 
eral authority, for a time at least, 
to employ firms of public account- 
ants to assist in carrving out the 
work, and to report to him. This 
procedure has the advantage of mak- 


ing use of existing facilities, both 
the staff organizations of account- 
ing firms, and the leaders of the pro- 


fession, and of implementing the 
proper authority of the Comptroller 
General over governmental account- 
ing, without incurring the dangers 
of rigid accounting rules out of har- 
mony with developments in the 
commercial field, as well as audits by 
rote. both of which catastrophies are 
more likely to occur in a bureau than 
in a profession. The soundness of 
these advantages is apparent to us on 
their merits, but it is important that 
we do not proclaim them as though 
the accounting profession were a 
vested interest. Rather we should 
cause their soundness to be apparent 
by continuing to lead in the devel- 
opment of auditing techniques and in 
the establishment of accounting princi- 
ples, and by keeping effective our in- 
dependent professional integrity to 
the end that the best possible serv- 
ices be available to the great needs 
of our national economy. 

It is also important both to our 
own prestige and to the general 
welfare that we give all possible aid 
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toward improving methods of gov- 
ernmental accounting. The Munici- 
pal Finance Officers Association, and 
the National Committee on Munici- 
pal Accounting have already labored 
to improve both internal methods 
and independent professional audit- 
ing of municipalities, and members 
of the accounting profession have 
made notable contributions to these 
labors. More recently, committees 
and individual volunteers from among 
professional accountants have made 
themselves available to the Federal 
Government in connection with taxes, 
renegotiation, price control, and other 
matters. And now overtures have 
been made offering advisory services 
of the profession on the general ac- 
counting records of the nation, and 
the chairman of the Joint Congres- 
sional Committee on Reduction of 
Nonessential Federal Expenditures 
indicated that a committee to form- 
ulate recommendations would be 
welcome. Such a committee, named 
by the American Institute of Ac- 
countants, is now at work. In its 
role of good citizen, the accounting 
profession seems to be well abreast 
of the times. 


Trend of Government Control 


When we think of governmental 
control of private industry, we gen- 
erally think first of utility and secur- 
ities commissions. We have found 
our place as professional accountants 


. before these bodies. Weare charged 


with independence and with knowl- 
edge of and adherence to their ac- 
counting rules. We are faced with 
the problem of possible conflicts 
between good accounting as we 
know it, and the requirements of 
governmental agencies. This not 
only creates problems in specific 
cases, but even more it calls for 
continued and effective cooperation 
of our professional organizations 
with those governmental bodies which 
lay down the rules we must follow. 
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Governmental control, however, 
has gone far beyond utilities and 
securities commissions. Now, as war 
measures, we have price and wage 
and material controls, and through 
procurement, renegotiation, and con- 
tract termination, we have a hint of 
reward or penalty for efficiency or 
the lack of it. When these things 
came we all took for granted that 
they would go with the end of the 
war. But maybe they won't. It is 
not impossible that the brave new 
postwar world will embody some 
floors on wages and some ceilings on 
prices. There seems to be a strong 
probability that taxation will be used 
to provide incentives for employment 
and general social usefulness. I think 
the present provisions in the Internal 
Revenue Code relating to employees’ 
trusts are in reality a form of in- 
centive toward social security, em- 
bodied in the tax law. And if we 
are to have this extended type of 
governmental control, the profes- 
sional accountant can be of great 
service if he will. I think we are 
inclined to shrink from the sugges- 
tion that we certify taxable income 
or compliance with tax-incentive 
requirements or wage and_ price 
controls. Yet these responsibilities 
are appropriate to a profession, and 
their competent handling will be in 
the public interest. For conflicting 
viewpoints cannot be brought into 
harmony so that all of us manage 
to go along together, by any better 
circumstance than mutual reliance 
on the representations of an inde- 
pendent profession in which all have 
confidence. 


The Public Interest 


All of these things: the needs of 
the people in a complex specialized 
economy, their awareness of their 
needs, the rights of labor, the growth 
of government, cry out increasingly 
for honest financial publicity, inde- 
pendent of special pleading. In a 
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word these things are in the public 
interest. There was a time when 
William H. Vanderbilt replied to 
an overcurious newspaper reporter, 
“The public be damned,” and 
away with it. There was a time when 
a father said to his son, with no more 
than a trace of a smile, “Get rich 
my son, honestly if you can, but get 
rich.” We have made great strides 
in business ethics since even these 
comparatively recent times, and the 
accounting profession has set a stiff 
pace in the evolution of its own 
ethical standards. We have pro- 
claimed that accounting is in the 
public interest, and so it is. But if 
it is to be kept there, it must be in 
an ever newer and deeper under- 
standing of what the public interest 
requires. 


got 


Professional public accountants 
will need courage and adaptability 
to face the coming times. They must 
be ready to serve new masters in 
new ways. They must be free of old 
alliances and old precedents which 
they themselves have established, 
and they must be ready to accept 
new economic concepts within which 
to serve. But some men will ask if 
we are then to support every crack- 
pot notion that comes along, and 
maintain a continuous state of chaos 
in the field of accounting. I sincerely 
hope not. Rather, we should under- 
stand the basic nature of our civil- 
ization so that we can oppose that 
which is false and yet avoid futile 
opposition to what must be. And 
within our own field, we should 
achieve an orderly kind of evolution. 
As Mortimer Snerd replies when 
Edgar Bergen asks him how he can 
be so stupid, “Well, it ain’t easy.” 
We will have need of all the inde- 
pendence and all the judgment that 
we can muster, and we are fortunate 
that our profession is a school in 
which independence and judgment 
are required courses. 

Today the world is ina crisis. The 
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ruins of war lie about us. The causes 
of war are strong among us. There 
can follow shortly the worst collapse 
that our civilization has ever seen. 
It could be the end of it. But in 


bilities for universal peace and happi- 
ness such as the world has never 
known. We have the facilities for 
plenty, and men are thinking in 
terms of peace, and security, and 
cooperation. And in this crisis the 
world is one integrated whole, not 
only in all its geographical parts 
but in all of its functions. We can- 
not succeed in part and fail in part. 
And the profession of public ac- 
counting must do its share, if success 
is to follow after the uncertainties of 
today. Among the greatest causes 





of war are economic injustice, eco- 
nomic slavery, economic distrust. 

These causes of war feed on ob- 
scurity and deceit in financial repre- 
sentations, but they can be made to 
perish in the light of honest publi- 
city. The public accounting profes- 
sion can deserve and inspire con- 
dence that its professional opinions 
are independent and _ trustworthy 
between the nations of the earth, be- 
tween capital and labor, between 
governments and their people. It 
can provide services which will pro- 
mote harmony, inspire confidence, 
and facilitate adjustments and agree- 
ments. This can be the role of pro- 
fessional accountancy in the estab- 
lishment of sound and lasting peace 
and prosperity throughout the 
world. 


For Our-Own— 
For Our Allies 
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Working Papers— 
Their Preparation and Use by the 
Smaller Practitioner 


By STEPHEN CHAN, C.P.A. 


NE of the main differences be- 

tween the conduct of an ac- 
counting practice by an individual 
practitioner and the larger firms lies 
in the preparation and use of work- 
ing’ papers. 

In the writer’s 
smaller firms could improve this 
phase of their work. In the interests 
of higher standards of practice, it is 
the purpose of this article to 
forth the advantages of proper work- 
paper preparation and the methods 
of carrying out such a program. 

Most books and articles on the 
subject of accountants’ working 
papers deal with balance sheet or 
year-end audits and, for illustration, 
refer to the larger corporate enter- 
prise. 


opinion, most 


set 


I have endeavored to direct this 
paper to the smaller practitioner and 
his average client, and to approach 
the topic with a monthly or detailed 
interim audit in mind. However, 
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since sound theory is equally applic- 
able to a small or large engagement, 
many of the topics to be covered will 
be adaptable to either type of prac- 
tice. 


Reasons for Lack of Workpapers 
The proper preparation of audit 
vorkpapers during the year will 
obviate much extra effort at the 
year-end, and will result in the re- 
quired papers being available to sup- 


port the year-end report and tax 
return. 
The main reasons advanced by 


those who do not maintain complete 
workpapers are: 
(a) That their preparation takes 
too much time, and/or 
(b) That the individual practi- 
tioner (or partner) in charge 
of the engagement does most 
of the work himself and has 
all the information he requires 
either in the client’s 
in his head. 


1 __ < 
DOOKS OT 


Advantages of Proper Workpapers 
These objections may be answered 
as follows: 
(a) The time required to prepare 
complete workpapers is nomi- 
nal compared to the total time 
required for the audit, report 
and tax returns. 
The information in proper 
workpapers will result in 
future timesaving, by obviat- 
ing trips to the client’s office 
when it is necessarv to discuss 
the figures with credit grantors, 
or to prepare tax returns and 
in answering questions raised 


(b) 
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by a Revenue Agent or others 
several years later. 

Proper workpapers detailing 
the scope of the audit, the 
reasons for journal entries, 
and procedures carried out or 
omitted, will be an aid in case 
of accusations by the client or 
creditors, alleging incorrect 
financial statements or reports 
or an inadequate audit. 


(d) If the client’s books are subse- 
quently lost, burned, fraudu- 
lently altered or tampered 
with, complete workpapers 
will prove invaiuable. 

(e) In these days of rapid em- 
ployee turnover, written pro- 
cedures will guide the new- 
comer, will save time in ex- 
plaining the audit steps and 
client’s record keeping, and 
will insure against the depart- 
ing employee being the only 
one who can in the future 
explain an entry, analysis or 
computation. 

({) For firms with several em- 
ployees, complete workpapers 
are the most practical aids in 
the proper supervision and 
fficient review, by the part- 
ner in charge of each engage- 
ment, of the work done by 
subordinates. 

Robert H. Montgomery in the 

sixth edition of his famous book 
‘ “Auditing Theory and Practice”, 
states: 


“The preservation of clear and 
effective workpapers is important 


tor 


I, 


the following reasons: 

They provide evidence of the 
extent of the auditor’s work; 
They indicate the basis of con- 
clusions and summarizations 
submitted in his report and are 
a source of detailed information 
which may subsequently be re- 
quested ; 
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3. They are a starting point for 
subsequent examinations.” 


This statement cogently sum- 
marizes the need for a proper record 
of the auditor’s work. 


Contents of Workpaper Folder 


Workpapers for the ordinary 
smaller audit can be complete with- 
out being voluminous and are pre- 
pared as the audit progresses. In 
fact, many of the schedules prepared 
during each interim audit are directly 
applicable to, and are useful in sup- 
porting, the year-end report or tax 
return. 

Let us review the contents of a 
typical workpaper folder. 

For ease in filing, reference and 
use, the worksheets may be fastened 
at the top by an “Acco” fastener 
and inserted in a manila or oak tag 
folder. I may suggest a container 
approximately 914” by 1414” when 
folded, which properly accommodate 
workpapers of 7 column size and 14 
or 21 column sheets folded to 7 
column width. 


Index: 

The workpapers should be indexed. 
The index can be written on a 7 
column sheet merely listing the 
workpapers in order; using letters or 
numerals, whichever indexing 
method is preferred. 


Data Sheet: 


Following the index is a “Data” 
sheet. This sheet can be outlined in 
mimeograph or printed form and 
need be filled in only once a year for 
each client. It is illustrated in 
“Exhibit A” attached hereto. 


Audit Program: 

The next sheets comprise a de- 
tailed audit program. The writer 
prefers a program drawn up indi- 
vidually for each client, on a 14 
column sheet. Use two columns for 
description of the audit steps and 
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The New 


list the months of the year across 

the top of the remaining 12 columns. 
The program should be initialed 

the audit is in 

carrying out the 


as 
person 


steps. 


progress by the 
respective 


It is suggested that the program 
detail the work by book or type of 
transaction (such as cash receipts, 
sales, etc.) rather than by audit step 

es, vouchings, etc.). 

A portion of an actual program is 
set forth below, as illustration: 


a ° ‘ 
(such as rootings, t 


Sales: 
extensions of sales 
(indicate number of 


tested. ) 


Test-check 
invoices 
invoices 

daily sales totals to sales 
summary. 

Foot 
final totals. 

Check postings to general ledger. 

Test-check postings to cus- 


tomers’ accounts (indicate % 
tested). 


sales book and cross-foot 


oY uli a¥ Re 


Review sales re 


turns: 

‘turns. See that 
returns are approved by an 
authorized signature. 

See that returns are charged at 
the same price reflected on 
the original sales invoice. 

Foot returns. 

Check posting to general ledger. 

Test postings to accounts re- 


ceivable ledger. (Indicate % 
tested.) 


Purchases: 

Vouch all bills over $100.00 to 
purchase book and test 20% 
of smaller bills. (Compare 
bill to receiving ticket and 


ascertain proper approval for 
prices. ) 
Check distribution of bills in 


purchase book. 

Foot purchase book and cross- 
foot totals. 

Check postings to 
ledger 


general 
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Test-check postings to individ- 
ual creditors’ accounts. (Indi- 
cate % tested.) 

(Add _ additional 
required.) 


procedures 


Trial Balance: 
The trial 


balance is recorded on 
14 column sheets: allowing 2 col- 
umns for account titles, six trial 
balances can be entered across the 


sheet without re-writing the cap- 


tions. The first balance columns 
should record the post-closing (or 
opening) trial balance, the next 
columns will reflect January 3lst 


1 


figures, then February 
At this point it may be 


28th, e 
Po tenfist 4 
Nneiprul cto 


mention that a properly arranged 
and classified general ledger will 
assist materially in the preparation 


of workpapers and — state- 
ments. an - auditor \ do well to 
insist that the gener s ledger ac- 


counts be kept in balance sheet and 
profit and loss statement orde1 

A complete trial balance ohaek 
to which are posted the adjusting 
entries, need be prepared only for 


the annual closing report. Unless 
there are numerous adjusting and 


accrual entries, for interim 
the trial balance items and adjusting 
entries are posted directly to the 
balance sheet and profit and loss 
statement. This results in a con- 
siderable time saving in the prepara- 
tion of monthly reports. 


reports, 


Journal Entries: 

Following the trial balance. are 
the adjusting journal entries. Each 
entry should be fully explained, ab- 
breviations of account headings or 
explanations should be avoided. 


Journal entries which are repeated 
monthly, such as those recording 
depreciation, unexpired insurance 


premiums, ete.. may be set forth 
across a 14 column sheet so that the 
captions or account titles need not 
be re-written each month. 


Entries to be given the book- 
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keeper for recording on the client’s 
books should be indicated by a “B” 
or a star, so that the man doing the 
following month’s audit can assure 
himself that proper book entry has 
been made. 


Audit Notes: 

Current audit notes and items re- 
quiring a “follow-up”, written on 
comment sheets the size of your 
7 column paper, should follow the 
journal entries. As all the items 
on a sheet are disposed of, it should 
be placed at the back of the work- 
paper folder, so that a reviewer need 
not reread numerous sheets of no 
current value. 


Workpaper Schedules: 

Now we come to the workpaper 
schedules analyzing asset, liability, 
capital, income and expense ac- 
counts. These papers should be set 
forth in balance sheet and _ profit 
and loss statement order. 

I will describe papers supporting 
monthly or interim statements. These 
sheets are prepared in running form 
on 14 column sheets in order to avoid 
frequent re-writing. 

At the year-end, the applicable 
worksheets are ruled off, the adjust- 
ing journal entries posted thereon, 
and the final figures tied up with 
those on the year-end report or tax 
return. 

The following papers are pre- 
sented as minimum requirements for 
the average engagement and are 
easily kept current. They may of 
course be elaborated if desired, or if 
required by the complexities of the 
engagement. 

(1) A copy of the bank reconcili- 
ation. It has been found help- 
ful for ready reference upon 
credit grantors’ or other in- 
quiries to record the name and 
address of the bank in the 
upper left hand side of the 
reconciliation sheet. There 
should also be indicated on 


(2) 


(3) 


(4) 


gin, 
wn 


~ (6) 


N 
—— 


(8) 


(9) 


this sheet, the names of the 
persons authorized to sign 
checks on that account. There 
may also be indicated the 
number of the last check used; 
in order that the following 
auditor will commence at the 
proper point. 

Petty cash count (indicating 
the date and maker of each 
old voucher or I.O.U. in the 
fund). 

Comparison of accounts and 
notes receivable schedule totals 
with the control account bal- 
ance, segregating debit and 
credit balances and indicating 
the reason for any large dif- 
ferences between schedule and 
control. 

Computation of interim in- 
ventory if gross profit method 
is used or running book in- 
ventory record is maintained. 
Listing of investments in war 
bonds or other securities 
describing the issue, bond or 
share certificate number, date 
of purchase, cost, etc. These 
items should be inspected once 
or twice a year and the schedule 
once prepared, usually requires 
infrequent revision. 

Analysis of loans or exchanges 
indicating the name of debtor 
and date item arose. 

Schedule of fixed assets by year 
f acquisition and depreciation 
thereon. This schedule is 
prepared at the beginning of 
each year and current acquisi- 
tions are described and added 
thereon as purchased. 
Schedule of major deferred 
charges indicating rate and 
basis of amortization. 
Complete schedule of insur- 
ance coverage, also indicating 
the unexpired premiums. This 
analysis is recorded on a 21 
column sheet and should be 
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(10) 


(11) 


(12) 
(13) 


(14) 
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prepared grouping each type 
of insurance such as fire, burg- 
lary, etc., and leaving space 
between groups so that new 
policies may be entered as 
they arise. The sheet need 
therefore be re-written only 
once a year. (See Exhibit B 
attached hereto.) 

Analysis of notes payable in- 
dicating due date, interest 
rate and payee, (unless notes 
are numerous and ordinary 
trade items; in which case a 
summary should suffice). 
Comparison of accounts pay- 
able schedule totals (indicating 
debit and credit totals) with 
control account balance. 
Analysis of loans payable. 
Analysis of capital stock and 
surplus (usually brought for- 
ward from year to year and 
requiring infrequent revision 
or entry). The capital stock 
schedule should indicate name 
of stockholder, certificate num- 
ber, date of issuance and the 
number of shares held. 


A worksheet (useful for ob- 
serving trends) comparing 
and listing sales, sales returns 
and sales discounts, and pur- 
chases, purchase returns and 
purchase discounts, by months 


for the current and prior year. 
This sheet may be supported 
by schedules, if practical, 
analyzing monthly sales and 
purchases by units or main 
products. 

Analyses of major expense 
accounts not sufficiently broken 
down in the trial balance fig- 
ures. 


ps 
cst 


(16) A running listing and analysis 
of expense items required for 
tax return purposes such as 
taxes paid, contributions, ete. 

(17) Reconciliation of ledger pay- 
roll totals, sums over $3,000.00 
social security and unemploy- 
ment insurance taxes, etc. with 
quarterly tax returns filed. 

(18) Check list of all tax returns 
due for this client, arranged 
in chronological order and 
providing space in which is 
entered the date the return 
was filed. This will insure 
against overlooking any re- 
turns and incurring penalties 
for late filing. 


Following the various schedules 
and analyses are the pencil copies 
of prior months’ reports submitted 
to the client and at the back of the 
folder appear the completed and fol- 
lowed-up audit notation sheets. 
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A bumper crop of cases for 1945 
is assured. There will be a vast in- 
crease in this year’s Tax Court Deci- 
sions over 1944; similarly, with re- 
gard to decisions in other Trial and 
Appellate courts. The 1945 Supreme 
Court decisions will double those for 
1944. 

The one line digests, with citations, 
listed below clearly evidence the im- 
portance of the established maxim 
of the law—“The substance, and not 
the form of the transaction controls.” 

Note: These cases were covered at 





Peter Guy Evans, C.P.A., has 
been a member of the Society since 
1936. He is now serving as Vice- 
chairman of the Society’s Committee 
on Federal Taxation and is a mem- 
ber of the Committee on Publica- 
tion. He received an A.B. degree 
from Columbia University in 1931 
and an M.S. from the School of 
susiness at Columbia University in 
1932. In 1937 Mr. Evans graduated 
from St. John’s University, School 
of Law, and was admitted to the 
New York Bar in 1938. Mr. Evans 
is also a member of the New York 
State Bar Association, National 
Association of Cost Accountants, 
American Institute of Accountants, 
and the Controllers Institute of 
America. He has written many 
articles on taxation and has made 
many addresses on the subject. He 
is co-author of the Evans and Hal- 
perin income tax guide, “For Per- 
sonal Income Tax”, the tax 
editor of Trusts and Estates mag- 
azine. Mr. Evans is also Chairman 
of the Institute on Federal Taxation 
at Rhode Island State College. He 
lectures on taxes at Rutgers Uni- 
versity, Columbia University, and 


New York University. 


and is 
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1945 Tax Decisions and Rulings 


By Peter Guy Evans, C.P.A. 


19th, 
1945, in address on “The Effect of 
Recent Tax Rulings and Decisions”, 


great length on September 


by Peter Guy Evans, C.P.A. After 
the close of this year, the New York 
Certified Public Accountant will 
publish a complete digest of the im- 
port decisions for 1945. 


Basis of Depreciation 

Involves property acquired under 
Section 77 B. Claridge Apartments 
Co. v. Comm., 65 S. Ct. 172. 


Deductions 

Where trustee makes payment to 
cover trust loss no deduction allowed. 
Clark v. Kavanagh, 59 F. Supp. 806. 

Legal expenses of trust deductible. 
Sec. 19.23 (a)-15 of Regs. 103 held 
invalid. Bingham Trust v. Comm., 65 
S. Cr. 1232. 

Legal fees of executor on personal 
return deductible under Sec. 23 (a) of 
I.R.C. Crawford v. Comm., 5 T. C. No. 
10 (Acquiesced, 1945-13—12069). 

Cost of uniform (highway patrol 
officer) and maintenance expense de- 
ductible under Sec. 23 (a) (2) of 
I.R.C. Comm. v. Benson, 146 F. (2d) 
191 (No petition for certiorari will be 
filed.) 

Comm. v. Vahrenkamp, 146 F. (2d) 
1014—petition for review dismissed ; 
T.C. Memo, June 2, 1943. 

Harsoghy v. Comm., 2 T.C. 484 and 

Meier v. Comm., 2 T.C. 458. 

These cases involve deductions for 
nurses uniforms. Commissioner ac- 
quiesced, 1945-10—12042. 

“Interest” on “registered notes” and 
“income debentures” not deductible as 
interest. Tantamont to dividend dis- 
tribution. 

Talbot Mills v. Comm., 146 F. (2d) 
809. 

Comm. v. Kelley Co., 146 F. (2d) 
466 (Certiorari granted, both, April 30, 
1945). 
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Traveling Expenses and definition 
of “home’’. 

Aliowed in: 

Fowlers v. Comm, 148 F. (2d) 163; 
McLennan v. Comm., T.C. Memo, June 
25, 1945; Est. of Shelley v. Comm., T.C. 
Memo, June 25, 1945; Todd v. Comm., 
T.C. November 20, 1944; Mahony v. 
Comm., T.C. Memo, April 10, 1945. 

Disallowed in: 

Barnhill v. Comm., C.C.A.-4, April 
9, 1945; Laubscher v. Comm., T.C. 
Memo, September 30, 1944, appealed 
to C.C.A.-2 and 5; Hathaway v. 
Comm., T. C. Memo, November 14, 
1944, 


Estate Tax 

Transfers of adjudged incompetent 
held in contemplation of death. 

City Bank Farmers Trust Co., 
Adm'r., (Vail) v. McGowan, 65 S. Ct. 
496. 


Gain or Loss 

Gain taxed to corporation rather 
than individuals. Comm. v. Court 
Holding Co., U. S. Sup. Ct. No. 581, 
March 12, 1945. 

Gain recognized on sale of corpora- 
tion’s own stock. Aviation Capital, 
Inc. v. Pedrick, 148 F. (2d) 165; Ed- 
win L. Wiegand Co. v. U. S., 60 F. 
Supp. 464. 

Profit on sale of patent by non-pro- 
fessional inventor constitutes capital 
gain. Cooke v. Comm., T. C. Memo, 
February 9, 1945. 

I.oss recognized on sale of jewelry 
acquired by inheritance. Reynolds v. 


Comm., T. C. Memo, July 31, 1945. 
Loss on inherited property deduct- 
ible. Campbell v. Comm., 5 T. C. 
No. 30. 
[Loss on stock allowed only if trans- 
action is closed and “unit” is sold. 


Spreckels-Rosekrans Investinent Co. v. 
Lewis, 146 F. (2d) 982. 


Holding Period 
Where partnership business was in- 
corporated, the holding period for 


) 
stock extends back to the acquisiti 
tock e: | ack he acquisition 


date of the partnership interests. 
Thornley v. Comm., 147 F. (2d) 416. 

(No petition for certiorari will be 
filed). 


Identification 

Rule applies to stock acquired 
through statutory merger (non-taxable 
transaction) where certificates are 
traceable. Bloch v. Conim. 148 F. (2d) 
452 (See Ct. D. 1645). 


Income 
Debentures distributed to stock- 
holder in recapitalization exchange 


held taxable as dividend. Adams v. 
Comm., 5 T. C. No. 40, (Appealed 
to C.C.A.-3); Heady v. Comm., T. 
C. Memo, July 24, 1945. 

Bar Association essay prize award 
from Trust Fund not taxable. A/cDer- 


mott v. Comm., C.A.-D.C., June 18, 
1945. (No petition for certiorari will 
be filed). 

Embezzled funds are not, per se, 


taxable to the embezzler. Il/itlcox v. 
Comm., C.C.A.-9, March 30, 1945. 

Loss through embezzlement reduced 
by subsequent recoveries and “Aban- 
donment of manipulations” determines 
time of loss. Felton v. Comm., 5 T. C. 
No. 28. 

Recovery of damages in stockhold- 
ers’ action for mismanagement held 
not taxable income under tax-benefit 
rule. It’s a capital item in reduction 
of loss on stock. Boehm v. Comm., 
146 F. (2d) 553 (Certiorari granted 


June 11, 1945). 


Recapitalization 
Cash received in recapitalization tax- 
able. Comm. v. Est. of Bedford, 65 


a. Ct. Say, 


Refund 

Claim filed within four years up- 
held. This is first estate tax decision 
allowing claim under Sec. 3228 (a), 
Rev. Stats. as amended (now Sec. 
5613. of LRG). -Est-of fondle v. 
U. §., 59 &. . 


Supp. 667. 
Similarly, to gift tax refund, “not 
» > 
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1945 Tax Decisions and Rulings 


for overpayment, but for illegal and 
erroneous assessment”. Godfrey v. 
U. S., 61 Supp. 240. (Government 
authorized appeal). 

Period of limitation runs from date 
i Rosen- 
man, Ex. v. U. S., 65 S. Ct. 536. 

Recovery allowed for overpayment 
due to receipt of erroneous bonus later 
repaid to corporate employer. Green- 
wald v. U. S., 57 F. Supp. 569. 


Stock Option 


Excess of value of stock over option 
purchase price held taxable as addi- 
tional compensation. Comm. v. Smith, 
65 S. Ct. 591 (does not answer all 
questions ). 

RULINGS, T.DS., ETC. 

I.T. 3711. Treatment of gain or loss 
from real estate sales. 

I.T. 3719-20. Pertain to adjustment 
of excess profits credit and ac- 
crual date for post war credit, 
respectively. (For detailed dis- 
cussion see TAXES, July 1945). 


I.T. 3721. Treatment of gain or loss 
on purchase and sale of corporate 
securities on “when issued’ basis. 

I.T. 3753. Holds N.Y. State Unin- 
corporated Business Tax is not 
a business deduction; excludible 
in figuring adjusted gross income. 

T.D. 5452. Amends income and ex- 
cess profits tax Regulations re- 
lating to credit for foreign taxes 
under Sec. 130 of 1943 Act. 

T.D. 5454. Enlarges and amends 
Regulations relating to tax benefit 
rule. 

Mim. 5881. Five year agreement on 
depreciation rates. 

Mim. 5883. Covers the principles 
regarding taxation of non-resident 
aliens on gains from stock market, 
security, commodity, etc., sales. 

Section 107. Special letter ruling 
January 11, 1945, holds “no for- 
giveness of tax for 1942 in apply- 
ing Sec. 107 to ‘back wages’ re- 
ceived in 1944.” 

U. S. Tax Conventions with Canada, 
France, and Great Britain. 
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Family Transactions With Relation 
to Income Taxes 


By BENJAMIN Harrow, C.P.A. ’ 


Introduction: 

The taxation of income is 
cerned with three major problems: 
—(1) What income is taxable; (2) 
When is this income taxable; and 
(3) Who is to be taxed on this in- 
come. Our present interest is in the 
third problem, and this happens to- 
day to be of special interest to tax- 
payers who are feeling keenly the 
impact of current high tax rates and 
who seek legitimate methods of 
minimizing their taxes by deflecting 
their income to members of their 
families thus putting such income 
in lower tax brackets. This even- 
ing I shall attempt to discuss some 
of the questions raised in taxing in- 
come where there are transactions 
between husband and wife or other 
related taxpayers. 

This discussion will be concerned 
primarily with income tax aspects 
of family transactions altho it ‘should 
be noted that a taxpayer who makes 


con- 





BENJAMIN Harrow, C.P.A., has 
been a member since 1928 and is a 


director of the Society. He’is a 
Professor of Law at St. John’s 
University. Mr. Harrow taught 


accounting at the College of the City 
of New York from 1919 to 1924. 
He has been a member of the 
American Institute of Accountants 
since 1922 and is a member of the 
New York Bar. He is presently 
serving on the Society’s Committees 
on Federal Taxation, State Tax- 
ation, and Cooperation with the 
State Education Department and Its 
Agencies. He is engaged in general 
practice as a certified public ac- 
countant in his own office in New 
York City. 
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a gift of property divesting himself 
completely of his ownership in the 
property subjects himself to a gift 
tax on the value of the property 
transferred at the time of the gift. 
Since the taxpayer’s estate is re- 
duced by the value of the property 
transferred, there generally will be a 
resulting savings in estate taxes 
upon the death of the taxpayer. A 
transfer of property in trust may or 
may not be subject to a gift tax. If 
the taxpayer divests himself com- 
pletely of all interest in the property 
transferred there is a gift tax at the 
time of transfer. Whether there 
will be a saving in the ultimate 
estate tax depends upon whether 
the transfer is construed as being 
one that does not take effect so far 
as the possession or enjoyment of 
the property is concerned until 
death. If it is such a transfer the 
property will be subject to an estate 
tax as well as the gift tax with a 
limited credit for such gift tax 
against the estate tax. 


Joint and Separate Returns: 


The Internal Revenue Code recog- 
nizes husband and wife as separate 
taxpayers who are taxed separately 
on their separate incomes. How- 
ever, they may at their option file 
one joint return and this election 
may be exercised anew each year. 
This they will do if a tax advantage 
accrues, as it will, for example, if one 
spouse has capital losses which may 
be offset against the capital gains of 
the other spouse. An election once 
made is binding for the particular 
taxable year, altho this becomes 
etfective only after the due date of 
the return. Both husband and wife 
are required to sign the return. It 
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Family Transactions With Relation to Income Taxes 


is permissible for one spouse to sign 
as agent for the other, but an au- 
thorization to do so or power of 
attorney must be submitted with 
the return. 

In the case of a serviceman serv- 
ing outside the United States, a joint 
return may be filed at any time prior 
to the postponed due date of the 
return of the serviceman. The 
3ureau requires the wife to attach a 
rider to her separate return stating 
that the option cannot be exercised 
because of the absence of the hus- 
band and reserving the right to file 
a joint return. 

The effect of the joint return is 
to treat husband and wife as a unit 
so that charitable deductions, for 
example, would be limited to 15% of 
the aggregate joint adjusted gross 
income of husband and wife; simi- 
larly the 5% limitation for the deduc- 
tion of medical expenses would be 
measured by the same income base. 

Under the provisions of the Indi- 
vidual Income Tax Act of 1944, a 
husband and wife may file a joint 
return even though one of the 
spouses has neither gross income 
nor deductions. If a joint return is 
made the tax is computed on the 
aggregate income and the liability 
with respect to the tax is joint and 
several, that is each spouse is liable 
for the full amount of the tax due 
regardless of the amount of the in- 
dividual net income. No joint re- 
turn may be made if either the hus- 
band or wife is a non-resident alien 
or if the husband and wife have 
different taxable years. The death 
of one spouse during the taxable 
vear will prevent the filing of a joint 
return, even for that part of the tax- 
able year preceding the death.’ The 
status of individuals as husband and 
wife is determined as of the last day 
of the taxable year. 





* Minnie Felber, 45 B.T.A. 197. 
* McWilliams, 5 T.C. No. 73. 
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Losses on Sales Between Related 

Taxpayers: 

For a long time it was possible for 
a husband to sell property that he 
owned, securities for example, to his 
wife and in that way establish a 
deductible loss. Several years ago 
this loophole in the law was closed 
by the addition of Section 24 B-1 of 
the Internal Revenue Code. This 
provision holds that no deduction 
shall be allowed in respect of losses 
from sales or exchanges of property, 
directly or indirectly, between mem- 
bers of a family. And the law fur- 
ther provides that the family of an 
individual includes his brothers, sis- 
ters, spouse, ancestors and lineal 
descendants. Ina very recent case® 
it was held that the rule disallowing 
losses from sales or exchanges of 
property between members of a 
family does not apply, if the sale is 
made through a stock exchange, 
even though like securities are pur- 
chased by another member of the 
family. In the particular case the 
taxpayer sold securities on the New 
York Stock Exchange and at the 
same time he instructed his brokers 
to purchase a like number of the 
same shares at as nearly the same 
rice as possible for the account of 
lis wife. The Tax Court reasoned 
hat sales made through the Stock 
“xchange are to unknown _ pur- 
chasers. 

Nor would a loss be allowed in a 
sale between an individual and a 
corporation where such individual 
owns directly or indirectly more 
than 50% in value of the outstanding 
stock. If a corporation or a part- 
nership or estate or trust owns 
stock of such a corporation, the in- 
dividual is considered to own his 
proportionate share of such stock 
depending upon his interest in the 
other corporation, partnership, es- 
tate or trust. Furthermore, if mem- 
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bers of a family own stock directly 
or indirectly, the individual is 
deemed himself to be the construc- 
tive owner of such stock. Likewise, 
the individual is considered as the 
owner of all stock owned by a sine 
ner. 

The law further provides that no 
deduction shall be aaa in the 
case of a loss resulting from the sale 
or exchange of property between a 
grantor and a fiduciary of any trust; 
between a fiduciary of one trust and 
the fiduciary of another trust if the 
same person is a grantor of each 
trust; or between a fiduciary of a 
trust and a beneficiary of such trust. 

The above provisions are not de- 
pendent on the good faith of the re- 
lated taxpayers with respect to the 
sale or exchange. In the case of 
Jordan C. Skinner,’ a loss on a sale 
toa related taxpayer was disallowed 
even though the price was 
gees than the amount that could 
be obtainable from third parties. 

It should be noted further that if 

l is disallowed under Section 
24B, the purchaser in computing 
gain or loss on a subsequent disposi-. 
tion of the property is limited to 
what he actually paid for the prop- 
erty. This would appear to be an 
additional penalty for ignoring the 
provisions of Section 24B. 

Where a sale is made to a related 
taxpayer of several lots, some at a 
loss and some at a gain, those result- 
ing in gain are taxable phe 
those resulting in loss are not de- 
ductible. That was the holding in 
the case of Lakeside Irrigation Inc.‘ 
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Deductions Between Related 
Taxpayers: 


Expenses incurred in connection 
with a business or in connection with 
the production of income are allow- 


’ 47 B.T.A. 624, aff'd. 13% 
‘41 B.T.A. 89 


°139 F(2d) 65 rev. 


8 F(2d) 418. 
in part g Wek 
* Mansuss Realty Co., I.T.C. 932. 
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able deductions in arriving at net 
taxable income. But if the taxpayer 
and the person to whom the pay- 
ment is to be made are related tax- 
payers in the sense in which this 
term is used in connection with losses 
on sales between such persons, no 
deduction is permitted to the tax- 
paver if he is on an accrual 
and the related taxpayer is on a cash 

inless the payment is made 
within the same taxable year or 
within two and one half months 
after the close of the taxable year 


basis 


basis, 


However, two recent cases before 
the Circuit Court of fee 6th 
Circuit, have the effect of liberalizing 
these provisions, contained a Sec- 
tion 24(c). In the Musselman Hub- 
Brake Company case,® the Court 
held that where a corporation, with- 
in two and one-half months after the 
close of the taxable year, gave to Its 
controlling stockholder demand 
promissory notes for accrued royal- 
ties and interest due him, and the 
stockholder reporting on the cash 
basis included these items in his 
gross income, the deduction was 
allowable to the corporation. The 
Court was of the opinion that the 
effect of Section 24(c) is to impose 
a rule of constructive payment, and 
that under such rule the notes with 
a readily realizable value of par were 
more than a mere accrual of indebted- 
books of the taxpayer. 
On the same theory the Court in 
another case®, held that a note was 
insufficient to allow the deduction 
even though accepted by the em- 
ployee as payment. Aside from the 
question as to what constitutes pay- 
ment, it has been held that a payment 
is not within two and one half 
months after December 31, unless 
made before noon on the following 
March 16.7 Deduction was also 


ness on the 


2, aff'd. 108 F (2d) 418, cert. den. 317 U. S. 666. 
Memo Dock No. 108899 (11/10/42). 
° Celina Mfg. Co. v. Com’r, 142 F (2d) 449, 
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allowed for undrawn accrued salaries later, it also decided the case of 








1et and bonuses, reasonable in amount, Helvering v. Eubank.?® In that case, 
yer available for payment and reported the taxpayer had assigned to his 
LV - as income by the officers in their wife a right to insurance renewal 
1X- wee income tax returns.® commissions which were received 
his While losses in wash sale transac- after the termination of his insur- 
ses hee are not allowed, this provision ance agency. The commissions 
no in the law would not apply toa bona Were nevertheless taxable to the 
LX- fide acquisition of similar or identical husband. ~ Jil 

sis securities by a member of the tax- In Estate of Sidney S. Gorham v. 
ish ' paye r’s family.’ even if a joint return Commissioner of Internal Revenue," 
ide is filed. : an attorney sought to channel off 
or some of his income through a simple 
ths | Assignment of Earnings from declaration of trust of his entire in- 
r terest in a law partnership for the 
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_ nga e benefit of himself, his wife and two 
sth | 7 he Court long ago in Lucas v.  gons. The decision held that taxation 
or f Earl’* held that an assignor remains jg a practical matter and the assignor 
es taxable upon income from personal was liable for the tax even though 
“a services even though assigned to his declaration of trust was legally 
urt others. In that case, a husband, jmpeccable. So likewise did an author 
th- under a prior binding agreement who assigned royalties to his children 
the | ee his wife, assigned to her one-  fajl to avoid a tax on such royalties. 
Sim | halt ot uncollected compensation for The children had no interest in the 
ind ee Serer rendered by him. origin or creation of this income." 
ve There Was no restriction upon the 
ve husband from entering jnto a con- Assignment of Income from 
al tract with his wiie for a division of Property: 
hin his earnings with | _ wile as joint Generally, the ownership of prop- 
. tenant. However, for tax purposes = erty will determine who is to be taxed 
such a contract was not recognized. upon the income derived from that 
‘ha lhe Earl case was applied to a case property. It would therefore appear 
ose Waere ® taxpayer who had an option that a transfer of ownership from one 
ind to purchase stock under a contract spouse to the other by sale or gift 
‘ith to render services assigned the  jll shift the tax on the income to the 
ere ope to his wife who later acquired new owner. Taxpayers are often re- 
ed- the stock.” his assignment did not  juctant, hesitant or wary about mak- 
nae. relieve the petitioner from tax liability jing absolute irrevocable transfers of 
i. resulting | from the acquisition of the their property by gift, so they seek 
vas stock by his wife. to reduce their own tax by transferr- 
ee This principle would appear to be ing merely the income from property 
2m- ay pplice ible whether the assignment to wives and children without at the 


ecedes or follows the earning of same time divesting themselves com- 
the income. On the same day that pletely of the property which is the 
the court rendered its decision in source of this income. This is not 
the Horst case,'* to be discussed allowable generally. 





I. Beck & Sons, Inc., Memo T.C. 8/1/44; Michael Flynn Mfg. Co., 3 T.C. No. 116. 
' Com’r v. Johnston, 107 F(2d) 883. 

so | 281 U.S. 111. 

Albert Russel Erskine, 26 B.T.A. 147. 

* Heivering v. Horst, 311 U. S. 112. 


311 U. S. 122. 
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The New 

Such transfers have taken varied 
forms. Husbands have made wives 
and children, even infants members 
[ shee pe 2a Tax a have 
transferred to immediate —— of 
the oad ly a right to earn- 
s, or given them benefic inter- 
usts and estates. To what 
taxpayers have succeeded in 
shifting the tax to members of their 
f ies and so reducing their 
this means will now 


recel\ 





a: 


Circuit in 
Rosenwald v. Commissioner had 
held that interest coupons validly 
transferred by the owner of the bond 
were taxable to the assignee. The 
same situation came before the Sup- 
reme Court in 1940 in Helvering v. 
Horst,’*? with a different and far- 
reaching result 

The taxpayer, Mr. Horst, had de- 
tached interest coupons from 
certain bonds and while retaining his 
ownership in the bonds themselves, 
made an outright gift of these cou- 
pons to his son. He had assigned 
only the right to receive income as 
represented by the interest coupons. 
The Supreme Court held that the tax- 
payer, the donor, was taxable on the 
income even though this income was 
received and retained by the son, the 
donee. It will thus be seen that own- 
ership of the property right to the 
interest represented by the interest 
coupons was not in this case deter- 
minative of who was to is taxed on 
the income. In many respects this 
was astartling decision. To relegate 
ownership of a property right to a 
relatively minor position, the court 
was obliged.to introduce other con- 
cepts that apparently were deemed to 
be more vital and relevant. One such 
was the factor of control over 
on the part of the donor. 
to have been 
and hence 


the Seventh 


some 


concept 
the income 
The income was deemed 


arned prior to the transfer 


33 F(2d) 423, cert. den. 280 U. S. 599, 
** See note a supra. 
“See note 10, supra. 
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the assignor became 
either at the time of the tran 
the coupons or when the interest was 
actually received by the donee. The 
exercise of the right of assignment 
brought about whatever benefi 
income existed so that the ma 
gift of the interest coupons was a 
“realization” of income to the donor. 
he taxpayer 
f income in money 
perty, realization may ac 
when the last step is taken by which 
he obtains fruition of the economic 
gain which has already accrued to 
\nother factor was introduce 
namely the “enjoyment of the in- 
This the court 
-omplished by the resulting sat 
tion derived from the desire to bene- 
fit the son by the transfer. This was 
a “fruition of the economic gain” and 
Said the 
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so a realization of income. 
court, the taxpayer “derives money’s 
worth from the disposition ot the 


coupons which he has used as money 

or money’s worth in the procuring of 

a satisfaction which is procurable 

mly by the expenditure of money or 
worth. 

In earlier cases, the same court 
iad, in speaking of the revenue acts 
that it is the purpose of the 
statute to tax income to him who 
earns it or creates it or enjoys it and 
that this cannot be escaped by “an- 
ticipatory arrangement, however 
skillfully devised, to prevent the in- 
from vesting even for a second 
donor.”** The Horst decision 
an extension of an older doc- 
trine expressed in the maxim “the 
fruit is not to be attributed to a dif- 
ferent tree from that on which it 
grew.’ A logical adherence to this 
maxim would mean that income de- 
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rived from property may not be 
transferred free from tax on the donor 


without an 


assignment of the prop- 
erty itself, 1 
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from personal services, since these 
are so intimately connected with the 
person, they may not be assigned 
under any circumstances. 

One question was settled in a dubi- 
ous manner. Taxpayer was on a cash 
basis and even if any economic in- 
come had accrued, measured in terms 
of money, the realization should have 
been limited to the actual accrual at 
the date of the gift and not to the 
face \ — of the coupons, and the tax 

should have accrued at the time of 
the iit. On the basis of the reason 
ing of the court in this case, we should 
not be surprised to see a furt 
velopment of the court’s logic in the 
direction of taxing taxp ayers upon 
any unrealized increment in value 
property transferred by gift 

It has been thought eee to 
discuss this decision at leneth since 
t throws considerable light on the 
practical question of how far a tax- 
payer can go in diverting his income 
to other persons. 

In Florence S. Hyman,’® the taxpay- 
er wife had assigned to her husband 
dividends that might be declared on 
certain stock between the date of the 
assignment and the close of the vear. 
As in the Horst case there was an 
assignment only of the income. The 
taxpayer sought to distinguish this 
situation from the facts in the Horst 
case on the ground that in the latter 
case there was a definite commitment 
for the payment of interest on the 
bond whereas in her situation there 
was no existing obligation for the 
payment of any “dividend at the time 
of the assignment. Nevertheless the 
wife was taxed on the dividends for 
the reason that she continued to own 
the income-producing property, the 
stock. 

Incidentally, the wife paid a gift 
tax on the value of the vift a the 
right to receive the dividends and the 
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.C. 911 aff'd. 143 F(2d) 425. 
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LE 
"LEC. 508: 
= 3 y i Oe 596. 
* See note 15, supra. 


value was held to be the amount of 
the dividends actually declared and 
paid. 

An extension of the Horst decision 
is found in the case of Estate of Bertha 
Mav Holmes*’ decided in January 
1943. The decedent had made a gift 
of shares which she owned in a Build- 
ing & Loan Association to her son 
and daughter fifteen days before the 
shares matured. Dividends had been 
regularly credited to the shares but 
could not be withdrawn until ma- 
turity, except upon complete sur- 
render of the shares. There was 
therefore no constructive receipt of 
the income. Nevertheless, she was 
held taxable on it under the reason- 
ing in the Horst case. She had ob- 
tained the fruition of the economic 
gain already accrued by the very as- 
signment she made to her children, 
that amounted to the last step she 
could possibly have taken to realize 
the income. It should be noted that 
in this case the taxpayer parted with 
the income-t producing property as 
well. The tax court seemed to feel 
that the retention ol ownership of 
the income-producing property was 
of minor significance and that the em- 
phasis should be placed upon the 
collection of income from the prop- 
erty in the same year as the gift. 

Some of the cases have held that 
he assignor is taxable even where 
he only property right in existance 
is the right to the taxable income. 
Thus in George J. Nicholson,** the 
taxpayer sold ‘stock for cash and fu- 
ture rovalties measured by produc- 
tion He transferred a portion of 
these royalties but he did not succeed 
in trans sferring the tax on the periodic 
gain that resulted. Neve rtheless there 
is a district court opinion that an 
author may assign his publishing 
contract and deflect royalty income 
to members of his family.” 
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An assignment of rents or of oil 
royalties would of course be merely 
an assignment of income and not a 
transfer of property. 

In Estate of Eugene Lamb Rich- 
ards,** decided in September 1943, a 
judgment was entered in favor of the 
executrix wife in 1936. The execu- 
trix settled the judgment for a lesser 
sum payable one-half in 1936 and 
one-half in 1937. 

The executrix, before any payment 
had been received, but after the set- 
tlement of the judgment, assigned to 
herself and to two children as bene- 
ficiaries, a one-fifth interest in the 
proceeds of the judgment as a gift. 
It was contended on her behalf that 
the executrix had made an assign- 
ment of an interest in property rather 
than of income. However the Tax 
Court held that the judgment was 
for money representing damages and 
that the income could not by antici- 
patory arrangements be deflected for 
the purpose of reducing income taxes 

Where practical issues of taxation 
are concerned, the sacredness of prop- 
erty and rights sometimes gives way to 
equitable taxing considerations. It 
should be kept in mind that the law 
makes easy the creation of taxable 
entities such as trusts or corporations. 

Minds react differently towards 
legal concepts. Often taxpayers will 
emphasize form, and disregard the 
substance of their creations, some- 
times I am sure with tongue in check. 
There is plenty of cynicism among 
our people when it comes to matters 
of taxation. The rude awakening 
comes when our jurists develop a 
logic of a different kind. 

In Joseph Cohen,?* the corporate 
fiction was utilized to divide income 
among members of a family to reduce 
tax liability. The corporations cre- 
ated were supposedly for definite 


T.C. Memo Dock. Nos. 109211, 109212. 


T.C. Memo Dock No. 110869. 
See note 24 supra; also Higgins v. 
U. S. 376. 


* 289 U. S. 670. 
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Smith, 308 U. 


business purposes, the stock was is- 
sued to taxpayer’s wife and two minor 
sons. However the income depended 
upon services and activities per- 
formed by the husband. The divi- 
dends were paid by check to the 
husband who cashed the checks and 
deposited the proceeds to his wife’s 
account, and the wife later turned 
the money back to the husband. The 
taxpayer stuck to the form but the 
court held that all taxpayer’s trans- 
actions lacked substance. The Court 
remarked that this case was “replete 
with legal conclusions.” The corpo- 
rations the taxpayer was playing 
with, almost like a child with his 
toys, were, said the Court, “merely 
a corporate cloak for petitioner’s in- 
dividual activities.” “It is the real 
owners of property who must bear 
the tax burden on income attributable 
to it and it is the command of such 
income and its benefits which marks 
the real owners.”?° 

In the same case the husband op- 
erated a trading account in the name 
of his wife. The husband testified 
that the account was opened with 
money belonging to his wife and 
continued with money received by 
the wife from the corporation which 
the husband had organized and of 
which she was made stockholder. 
The Court held the husband taxable 
on the dividends. 

Justice Cardozo not so many years 
ago summed up the form versus sub- 
stance controversy in the case of 
Burnet v. Wells by saying “there has 
been a progressive endeavor by the 
Congress and the Courts to bring 
about a correspondence between the 
legal concept of ownership and the 
economic realities of enjoyment or 
fruition.’** (economists’ flow of sat- 
isfactions). 


In contrast with the Cohen case, 


S. 473: Corliss v. Bowers, 281 
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the Tax Court decided the case of 
P. O’B. Montgomery v. Commis- 
sioner.** The taxpayer had entered 
into a construction contract. After 
working on the contract for about 
six months, he assigned it to a cor- 
poration that he organized to con- 
tinue operations. All but four shares 
of the stock out of 100 shares were 
issued to three minor children. A 
declaration of trust was executed in- 
dicating the ownership of the child- 
ren’s property. Substantial dividends 
were paid, those to the children being 
paid to the father as trustee and de- 
posited in a special account. As two 
of the children reached their majori- 
ties, an accounting was made to them. 
The Commissioner sought to tax 
all the profits to the father and moth- 
er as community income. The first 
contention of the Commissioner was 
that the contract was for personal 
services and hence not assignable. 
The Commissioner also argued that 
the corporate entity should be disre- 
garded. The Court held that the 
contract contained a provision that 
assignees would be bound to its terms 
and that it was a property right. The 
corporation in this case had sub- 
stance; it was not unreal or a sham, 
created only for the purpose of avoid- 
ing taxes. The gifts to minor child- 
ren were proper and the trusts for 
the children bona fide. The corpora- 
tion earned profits and paid taxes. 
It distributed dividends and the stock- 
holders paid the tax on the dividends. 
The Court held that no part of the 
income was earned before assign- 
ment. The Court relied on the gen- 
eral rule that corporations are sepa- 
rate and distinct taxable entities and 
may not be disregarded where the 
corporation serves legitimate busi- 
ness purposes even including the re- 
duction of tax liability. While a dis- 
trict court in Texas overruled the Tax 
EEC. 1000: 
* D.C. Texas. 
* 144 F(2d) 313. 
"300 U.S: 5. 
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Court,?> the United States Circuit 
Court for the Fifth Circuit on De- 
cember 18, 1944 overruled the Dis- 
trict Court. The court emphasized 
the fact that “legal transactions can- 
not be upset merely because the 
parties entered into them for the 
purpose of avoiding taxes.” 

The Circuit Court held that the 
contract was not based on the per- 
sonal services of Montgomery, but 
was an assignable business contract 
and also that the corporate entity is 
to be recognized, even when wholly 
owned by persons who would other- 
wise themselves be taxed. The court 
distinguishes this case from the Horst 
and Clifford cases saying, “Mont- 
gomery disposed of the contract fin- 
ally and absolutely, the tree and the 
fruits, reserving nothing to himself.” 
Let us not forget the dissenting 
judge who declared that not the con- 
tract but the profit from the contract 
had in reality been assigned to the 
corporation. 


Trust Income: 

To what extent can a beneficiary 
of a trust assign his right to the in- 
come? That was the question pre- 
sented in Blair v. Commissioner.®® 
Blair had assigned to each of his 
children his entire future interest in 
a specified portion of the income to 
which he was entitled under the 
trust. The court held that he actu- 
ally did give away his right, title and 
interest in and to a part of the corpus 
of the trust fund in which he was 
the equitable owner, and since he no 
longer owned or had a right to the 
portion he assigned, the assignee and 
not he was taxable on that portion 
of the income. 

But where a beneficiary assigned 
one year’s income of a trust to her 
children, the assignor was held tax- 
able on it.*!. This was held to be an 
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anticipatory arrangement with re- 
spect to income, analogous to the 
short-term trusts and supported also 
by the Horst decision. The one who 
has actual command over income is 
the person to be taxed. If the com- 
mand over income is exercised to the 
full extent by parting with it in toto, 
the income will be taxed to the donee. 
That is what was held in the Blair 
case. The Court in the Schaffer 
case said, “We think that the gift by 
a beneficiary of a trust of some part 
of the income * * * for the period of 
a day, a month, or a year involves no 
such substantial disposition of the 
trust property as to camouflage the 
reality that he is enjoying the benefit 
of the income from the trust of which 
he continues to be the beneficiary 
quite as much as he enjoys the bene- 
fit of interest or wages which he 
gives away as in the Horst case.” 

In the case of Moorehead v. Com- 
missioner®** a portion of taxpayer’s 
income derived from a trust was as- 
signed by court order to the taxpay- 
er’s wife for her maintenance and 
support. Arguing that Moorehead 
derived obvious benefits from the 
payments to his wife in discharge 
of his marital obligations, the Circuit 
Court included the amounts paid to 
the wife as Moorehead’s taxable in- 
come. Of course since the Revenue 
Act of 1942 such income received by 
a wife divorced or legally separated 
would be taxed to her. 


Assignment of Partnership Income 
and Interests in Partnership: 

In most states a wife may be a 
partner in her husband’s business. 
Since a partner is taxable upon his 
distributive share of partnership in- 
come, it thus becomes possible in 
some cases for a husband to divert 
some of his income to his wife and 
to others of his family by making 





‘Harrison v. Schaffer, 312 U. S. 579. 
7127 F(2d) 37. 
© 2d. «3: 150; 
65 F(2d) 6106. 
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them partners in his business. One 
situation where this was not per- 
mitted was decided by the Supreme 
Court in the case of Burnett v. 
Leininger.*® In that case, husband 
and wife had entered into a con- 
tract which provided that the wife 
was to have one-half of the hus- 
band’s interest in a_ partnership. 
There had been no change in own- 
ership of the partnership assets nor 
of control in the business. There 
had been no consent by the remain- 
ing partners to the wife’s admission 
as a partner and the court properly 
taxed the husband on his entire dis- 
tributive share of the net income of 
the partnership. Unquestionably, 
this was a valid contract but the real 
issue was whether the wife was ac- 
tually a partner in the business. The 
Court held that the wife had merely 
an equitable right to receive the in- 
come, that her interest in the partner- 
ship was derivative and not direct. 
A partnership interest is neverthe- 
less a property right and may be 
assigned so that future income there- 
from is taxable to the assignee. In 
Rose v. Commissioner,** a taxpayer 
by a written agreement had assigned 
part of a lumber business, in which 
he was a partner to his son, and parts 
to his wife and daughters in the 
form of a trust. The existing co- 
partners made no objection and ac- 
cepted the new members of the firm 
permitting them to draw checks on the 
firm. The new capital interests were 
reflected on the books and showed the 
interests of the son and other mem- 
bers of the family. The Court held 
in that case that the taxpayer had 
made a valid assignment of a part- 
nership interest, that a new partner- 
ship had been created, and that the 
members of the family had a legal 
right to their shares in the business. 
There had been a proper assignment 
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of a property interest and not merely 
an anticipatory arrangement to 
assign future income. 

To shift the incidence of the tax 
there must be a transfer of the 
property which produces the income, 
and in the case of a partnership the 
property right is a direct interest in 
the partnership entity. An essential 
element of the ordinary partnership 
is the contribution by each member 
f the firm of property or services. 
The person making such contribu- 
tion is the one to be taxed on his or 
her share of the partnership income. 
In the case of a husband and wife 
partnership, therefore, the question 
is whether the wife has contributed 
capital or services. If she con- 
tributed neither, she is not a bona- 
fide member of the partnership but 
merely an assignee of an interest in 
future earnings. 


4 


Where earnings of a partnership 
are entirely dependent upon the per- 
sonal services of the assignor, it be- 
comes more difficult to make an 
assignment of a property right and 
the general rule in such a case is 
that the income will remain taxable 
to the assignor. This situation was 
presented in the case of Rossmere v. 
Commissioner.** In that case, a firm 
of accountants agreed to dissolve 
but the process of liquidation in- 
volved the completion of consider- 
able unfinished business. Rossmere, 
one of the partners, conveyed to his 
wife one-third of the profits of the 
partnership. While the situation re- 
sembles the Burnett v. Leininger 
case,** the Court places its emphasis 
upon the fact that the income could 
be earned only through continued 
efforts of the assignor. “That”, 
said the court, “is the critical factor: 
the legal scaffolding is of no conse- 
quence.” 


*76 F(2d) 520. 

* See note 33, supra. 

* Humphreys v. Com’r, 88 F(2d) 430. 
* 133 F(2d) 905. 

” 120 F(2d) 421. 
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In another case’ also involving 
accountants, the accountants were 
more successful. They had formed 
a partnership with their wives to do 
accounting and tax work. The firm 
employed twelve accountants and 
fifteen other persons. The wives 
contributed most of the capital and al- 
though they were neither account- 
ants nor lawyers, they helped with 
the choosing of the staff. The Court 
held that the partnership was bona 
fide and that the wives were entitled 
to their share of the partnership 
earnings. The Commissioner had 
contended that since the wives were 
neither accountants nor lawyers, the 
partnership was really an assign- 
ment of income and that all of the 
income was earned by the husbands. 
It might be added that the partner- 
ship agreement provided that losses 
would be shared by the wives 
equally with the husbands. 

For practical reasons, arrange- 
ments are frequently made between 
members of families to pool their 
earnings and share them. The tax 
effect of such an arrangement came 
before the Court in Villers v. Com- 
missioner.*s Two brothers had 
agreed to pool their salaries and 
earnings. One brother had a large 
stock interest in a corporation and 
received a large salary as an officer. 
The other brother earned very little. 
They actually divided earnings 
equally. The court held that the 
contract to share earnings was not 
a true partnership but an anticipa- 
tory assignment of income which 
belonged to him who earned it. 

In the case of Commissioner v. Ten- 
ney,*” husband and wife were resi- 
dents of Massachusetts. As the law 
of that state prohibits a partnership 
between husband and wife, the Ten- 
neys entered into a written agree- 
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ment whereby the wife was to con- 
tribute all the capital, the husband 
was to use it to trade in securities, 
and profits and losses were to be 
shared equally, altho the wife re- 
tained her ownership in the money, 
and in the securities purchased, as 
well as in the interest and dividends 
thereon. A trading account was 
opened in the name of the wife and 
the husband did the trading. At the 
end of the year, the wife issued a 
check to her husband for one-half of 
the profits. The court taxed the en- 
tire income to the wife holding that 
no partnership interest was created. 
The case was decided before the 1942 
Revenue Act so that no deduction 
was allowed for the payment to the 
husband. Where services are rend- 
ered by a wife, a husband may deduct 
a salary paid to her provided the sal- 
ary is reasonable, and this is so even 
if the state law prohibits contracts 
between husband and wife. 

Several years before, the case of 
Robert S. Eaton v. Commissioner,?® 
was before the Board of Tax Appeals 
and the courts. In that case, hus- 
band and wife entered into an agree- 
ment, which they called a partnership, 
for the “buying, selling, exchanging 
and dealing in stocks, bonds and 
other securities”. The husband was 
to contribute the capital, which con- 
sisted of shares of a corporation of 
which he was the president. The wife 
contributed no property, labor, or 
service. The first $25,000. earned by 
the partnership each year was to go 
to the wife. The stock was in the 
name of the petitioner. Since no 
part of the income in any year ex- 
ceeded $25,000., the husband actually 
was to receive no part of the income, 
and therefore the husband had no 
interest whatsoever in the profits 
actually realized. The Board held 
that the agreement did not create a 


partnership and that the husband was 
taxable upon the dividends received 
on the stock standing in his name. 
The Board, quoting from Corliss v. 
30wers,*? “taxation is not so much 
concerned with the refinements of 
title as it is with actual command 
over the property taxed * * * the 
actual benefit for which the tax is 
paid.” In substance, this partner- 
ship was only a means whereby the 
husband might avoid the payment 
of income tax on a portion of his in- 
come. 

In Benjamin Shander,*? a father 
who had previously conducted his 
business as a sole proprietor took 
two of his sons into his business and 
formed a partnership. The agree- 
ment provided that the father would 
contribute all the assets and the sons 
their time plus whatever assets they 
might contribute from time to time. 
On questions of management and 
policies, the father was given full 
control. He also had authority to 
expel any son for misconduct and to 
limit the amount each son could 
withdraw as profits at the end of the 
year. After about a year, one of the 
sons withdrew from the partnership, 
at which time he was paid the amount 
of his capital account shown to be 
due to him on the books of the part- 
nership. The issue was whether the 
partnership was set up for proper 
business purposes or as a tax-saving 
device. The Tax Court held that 
the partnership was motivated by 
legitimate business considerations, 
even though in the first year the sons 
did not have any capital invested in 
the business. 

The case of B. A. Schroder v. 
Commissioner,** involved a_ partner- 
ship between a husband and wife. 
The income of the partnership was 
almost entirely due to the husband’s 
personal activities and abilities as a 


37 B.T.A. 283, aff'd. in 100 F(2d) 1013, cert. den. 307 U. S. 636. 


eral LS. 376. 
“ T.C. Memo Dock. 111788. 
134 F(2d) 346. 
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mechanical and electrical engineer. 
The Tax Court held that the partner- 
ship was formed for the purpose of 
tax avoidance, and the income there- 
fore was taxable to the husband. 
The case is interesting for some of 
the statements made in the opinion. 
The opinion starts with this lan- 
guage: “This is another of those 
efforts to make future returns from 
personal servcies taxable to someone 
other than the real earner of 
them * * *,”) The opinion refers to 
the partnership as “only a partner- 
hip in tax avoidance, a partnership 
yr the sharing for tax purposes of 
etitioner’s earnings.” The court 
links the situation here presented 
with the Clifford** and Horst** cases. 
Quoting from the latter, it says “The 
dominant purpose of the revenue 
laws is the taxation of income to 
those who earn or otherwise create 
the right to receive it and enjoy the 
benefit of it when paid.” The opinion 
concludes with the following omin- 
ous language, “no device or arrange- 
ment whatever the name or form 
employed can make future earnings 
taxable to any but the real earner 
of them.” 


f, 
Pp 


In the case of Max German*® de- 
cided on July 23, 1943, the Tax Court 
upheld a partnership formally set up 
in 1940 between a husband and his 
wife. In that case the evidence 
showed that for years the husband 
and wife had worked together in a 
business in which their joint efforts 
had been responsible for the growth 
of the business. The court found 
that the wife was a contributor to 
the capital of the partnership to the 
extent the earlier profits represented 
earnings of the wife. ~The court also 
found that the profits of the partner- 
ship were attributable not only to 
the use of capital but to personal 
OOo UU. S:ao, 

* See note 12, supra. 

“2 T.C. 474. 

" (C.C.A.-5) 131 F (2d) 598 
“131 F(2d) 292, cert. den., 
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service and that the wife herself 
worked in the business and so con- 
tributed services as well as capital. 
The Tax Court therefore allocated a 
portion of the profits as taxable to 
the wife. 

This case should be compared with 
the case of A. M. Meade v. Commis- 
sioner.*7 In that case a husband had 
owned practically all the capital 
stock of a corporation engaged in 
the general insurance and real estate 
business. He dissolved the corpora- 
tion at the same time conveying to 
his wife enough of the liquidated 
assets to give her a one-half interest 
in the business, which the husband 
continued to run as a partnership. 
Formerly the husband had drawn 
$10,000. a year from the corporation. 
He drew about the same amount 
from the partnership turning over 
to his wife about $3,000. thereof 
which she used for household ex- 
penses. A book adjustment of the 
net profits of the partnership was 
made at the end of each year, but no 
actual distribution to the partner 
was ever made. The court decided 
that the partnership was not bona 
fide but was only a device to avoid 
taxes. The court pointed out that 
taxation is a practical matter in 
which substance controls over form. 
The wife actually contributed neither 
capital belonging to her nor services. 
“She received a portion of the 
profits,” said the court, “not as a 
partner but only by reason of the 
marital relationship.” 

About the same time that the Fifth 
Circuit was being practical about 
matters of taxation, the Tenth Cir- 
cuit was likewise so in a somewhat 
similar situation which was, unfor- 
tunately for the taxpayer, similarly 
decided. This was the case of Ancel 
Earp v. Jones.** In that case, the 
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husband was an insurance broker 
and by a written deed of gift he con- 
veyed to his wife a one-half interest 
in his business. In consideration of 
the gift, the wife released her claim 
to his estate at the time of his death. 
Qn the same day the husband and 
wife entered into a_ partnership 
agreement to conduct the insurance 
business. New agency contracts 
were executed with the partnership; 
partnership books were opened and 
kept. The arrangement constituted 
a legal partnership under Oklahoma 
law. For all practical purposes how- 
ever the husband surrendered noth- 
ing. He ran the business as he al- 
ways did, while the wife continued to 
take care of their home and the chil- 
dren. The wife was credited with 
one-half of the income of the busi- 
ness, some of which she used to run 
the home. The balance was _ re- 
turned to the husband in the form 
of a loan. In deciding the case as 
it did the court concluded that no 
substantial change was effected by 
the arrangements that the husband 
had made. Again, the court indi- 
cates that it is not so much concerned 
with refinements of title as with the 
command over the income. Quoting 
Lucas v. Earl,*® the court stresses 
the power to tax income to him who 
earns it. The opinion includes the 
familiar statement that no anticipa- 


tory arrangement no matter how 
skillfully devised can avoid this. 


Furthermore, the opinion does not 
omit the poetic allusion to the fruit 
that must be attributed to the tree 
on which it grew. Other landmarks 
are included in this opinion. There 
is this reference to Gregory v. Helver- 
ing:°° “While a taxpayer is free to 
choose any organization for the con- 
duct of his business, the government 


” See note 10, supra. 

° 293 U. S. 465. 

* Tracy et al v. Com’r, 70 F(2d) 93. 
Hooper v. Tax Com’r of Wisconsin, 284 U. S. 206. 
3131 F(2d) 598. 
3) LC. NOV OS. 
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was not bound thereby ; it could look 
to the actualities and if it found the 
form for doing business unreal or a 
sham, it was free to disregard the 
effect of the fiction as best served 
the purpose of the tax situation.” 

There may of course be valid as- 
signments of property from a hus- 
band to his wife but there is a grow- 
ing tendency to impute tax evasion 
and the effect of transfer must be 
fully evidenced.*? As far back as 
1931, the Supreme Court held that 
a husband and wife could not be 
treated differently from other tax- 
payers.** But in determining the 
person to be taxed, a transaction in- 
volving husband and wife will have 
a significance not ordinarily attributed 
to strangers. In the Clifford case, 
for example, the technical effect of a 
physical transfer was ignored, since 
one of the primary tests of taxability 
is the retention or relinquishment of 
control over property. 

Our own Circuit Court within re- 
cent years reviewed the case of 
Ernest R. J. Waldburger, v. Helver- 
ing.** I mention it merely for the 
opening sentence in a short opinion. 
“This appeal turns altogether upon 
whether the taxpayer and his wife 
actually formed a partnership or 
merely pretended to form one, the 
taxpayer remaining the owner of the 
business as he had been before.” 

More recently, the Tax Court de- 
cided a number of cases which em- 
phasize the point that the validity 
of a husband and wife business rela- 
tionship for tax purposes is always 
one of fact, on the basis of which it 
will be sustained or denied in a par- 
ticular case. 

In the case of A. L. Lusthaus v. 
Commissioner,** the husband made a 
gift to his wife of $50,000. They 
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then entered into a parinership agree- 
ment and in payment for her one-half 
interest in the business, she immedi- 
ately returned the $50,000. together 
with her promissory notes for $55,- 
000. and a small amount of her own 
funds. The husband paid a gift tax 
on the $50,000. Thereafter the wife 
contributed no additional capital and 
rendered only casual services as she 
had formerly done. The Tax Court 
held that this was merely another one 
of those superficial arrangements where 
a husband sought to make his wife a 
partner for the obvious, if not sole pur- 
pose of reducing his taxes and that the 
entire profits of the business were tax- 
able to the husband. This decision was 
affirmed by the Third Circuit.’ The 
majority relying on the ‘Dobson’’ rule 
upholds the Tax Court’s finding of fact, 
that there was no real contribution of 
capital by the wife and no partnership. 

Following the case of Lusthaus v. 
Commissioner, two more cases were de- 
cided by the Tax Court*® which held 
to the same point of view. However in 
both of these cases, five members of 
the Court joined in sharp dissents. Dis- 
ney, J., dissenting, pointed out that if 
the gift by the husband to the wife is 
valid and complete, and title rests in 
the wife regardless of any other condi- 
tions not inconsistent with such title 
vesting, he could not perceive a basis 
for questioning the transfer because of 
tax intent. The dissenters were care- 
ful to distinguish the cases involving 
a mercantile or manufacturing busi- 
ness, where the wife’s contribution to 
the capital of the partnership is the 
interest which had been given to her by 
her husband, from the line of cases 
which hold that a husband whose earn- 
ings are from personal services, such 
as attorney’s fees, accounting fees, fees 
from medical practice, etc., may not 
make his wife a partner and have his 


personal service earnings taxed on a 
partnership basis. 

In sharp contrast with the Lowry 
and Lorenz cases, the Tax Court de- 
cided three other cases** on May 10, 
1944. In the first case, Robert P. 
Scherer, the inventor of the gelatin 
capsule, decided to take his wife into 
the business as a partner, for herself 
individually and also as a trustee under 
certain trusts he created for the benefit 
of three children. Actual transfers of 
an interest in the business and patents 
were given to the wife, and she was 
made a trustee under the Trusts. The 
books of account of the partnership 
revealed capital set-ups of the interested 
parties. The husband retained the posi- 
tion of managing partner. The part- 
nership was recognized by the Tax 
Court. 

In the Johnson case the Tax Court 
sustained the validity of an Alabama 
partnership in which the wife of one of 
the partners had an existing capital in- 
vestment in a former partnership, which 
former partnership had been reor- 
ganized and a new partnership in the 
business of making peanut butter prod- 
ucts, had been organized between the 
husband and his wife, together with the 
father and brothers of the husband. 
The third case involved a husband and 
wife partnership where the wife before 
marriage had contributed money to the 
business while she was working in the 
office of the taxpayer and later on was 
married to him. After marrage a part- 
nership was created between them. The 
wife contributed her former capital and 
gave her exclusive and valuable serv- 
ices to the business. The Tax Court 
on these facts recognized the partner- 
ship as availing for tax purposes. It is 
interesting to note that in these three 
cases upholding husband and wife part- 
nerships, dissents were also noted. 

The case of Frances E. Tower*® 


"O. W. Lowry v. Com’r, 3 T.C. No. 97; Frank J. Lorenz v. Com’r, 3 T.C. 98. 
Robt. P. Scherer v. Com’r, 3 T.C. No. 100; J. D. Johnston, Jr. v. Com’r, 3 T.C. 
No. 101; Felix Zukaitis v. Com’r, 3 T.C. No. 102. ; 


* 3 TC. 396. 
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mentioned for the enumera- 
of seven factors that 
seemed to indicate to it that the partner- 
ship had no real existence. 1. It was 
formed to save taxes. The husband 
continued to manage the business. 3. 
No new capital was introduced. 4. The 
ature of the business remained the 
same. 5. The wife contributed no serv- 
ices. 6. The husband drew no salary 
for his services. 7. The wife used in- 
come for purchases usually assumed by 
a husband for the welfare of his family. 

The facts in this case were as fol- 
lows: The husband owned all but a few 
shares of stock of a oe cor- 
poration. He Gecited ¢ dissolve the 
corporation and transfe ree assets and 
business to a partners hip. Five days 
prior to the dissolution of the corpora- 
tion, and in antici ipat ion thereof, he 
transferred some of his stock to his 
wife and an agreement was executed 
under which the wife was to be a lim- 
ited partner. Thereafter the corpora- 
tion’s transfererd to the 
partnership. The decision of the Tax 
Court, that there was not a true part- 
nership but a partnership for tax avoid- 
ance, was reversed in the Sixth Circuit 
Court.*° The majority opinion stated 
that if the gift of stock was incomplete, 
then certainly the gift was completed 
when the partnership was formed ; that 
the donated capital interest was a ma- 
terial income-producing factor, and that 
a tax-saving interest is irrelevant where 
the gift is actually consummated. There 
was a dissenting opinion in the Circuit 
Court. 

Where wives or children are partners 
their proprietary interests must be clear 
and unmistakable. If there is any am- 
biguity about the gift of the proprietary 
interest, if profits are not distributed or 
set apart for the partner wife or child- 
ren, the partnership will be 
garded.®° 

In another case® 
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had drawing accounts, only the hus- 
bands had the right to sign checks, only 
the husbands were represented as being 
partners, the wife’s share of profits less 
income taxes were immediately re- 
turned to the business and me surviving 
husband had the right to buy out the 
interests of the deceased husband and 
his surviving wife. 

Apart from the Lusthaus decision, 
which was based upon the Tax Court’s 
finding of fact that there was no part- 
nership, a number of relevant conclu- 
sions can he made from the cited cases: 
There is first the rule that the assign- 
ment of income does not relieve the as- 
signor from the tax on such income. 


The transfer of income-producing prop- 


erty makes the transferee taxable on the 
income derived therefrom, even if the 
transfer has been made for the purpose 
of saving tax. The chief distinct 
be made in the case of family pa 
ships, where the wife has been made a 
partner, and she performs no services 
is between mercantile or ori ap ate 
partnerships where capital 1 

and personal service partnerships v where 
the income is derived from the _ 
band’s services. Only in the first kind 
of partnership can a partnership ae 
est be the subject of a gift, which suc- 
cessfully transfers income-producing 
property. Furthermore the gift of the 
partnership interest must be a true and 
completed gift; there must be a reli 
quishment of complete dominion and 
control of the entire economic as well 
as legal interest. The wife should have 
the right for example to withdraw her 
share of partnership income, the wife’s 
interest in the partnership should be 
disclosed to third parties, such as bat 
credit agencies, and the trade, the wif 
should have the power to sign checks, 
provisions with respect to liquidation 
of the partnership should not be hedged 
with restrictions upon th 1e wife’s abso- 
lute rights. 
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Where both capital and services are 
factors in the production of income a 
reasonable salary should be paid to the 
active partner or the profit sharing ratio 
should make an adequate allowance 
for such services. A written partner- 
ship agreement is desirable. The wife’s 
drawings should not be used for house- 
hold expenses nor should the wife make 
loans or gifts to the husband from such 
drawings. 

Parent and child partnerships present 
certain additional problems. In most 
states parents are entitled to the earn- 
ings from services of their minor child- 
ren and are taxed on such earnings. 
Where state law does not so prohibit 
there is no legal difficulty in a partner- 
ship between parent and minor, even 
though the partnership contract is void- 
able at the option of the minor. The 
case of Justin Potter v. Commissioner,” 
held that certain property transfers 
made by the husband and wife to their 
children were valid and that any in- 
come derived from the property was 
their own income. In that case hus- 
band and wife between them had part- 
nership interests totaling 75% in a coal 
business. The husband irrevocably 
transferred part of his partnership in- 
terest to his minor daughter, and the 
wife made a transfer of part of her in- 
terest toa minor son. The other part- 
ners were consulted and agreed to admit 
the two children in the partnership. The 
books of the partnership were changed 
to reflect the new partnership holdings 
and the children drew their share of 
partnership earnings. Various changes 
occurred in the business over a number 
of years but the children were given 
proper credit, their property rights 
were scrupulously regarded and always 
shown separately, and on one occasion 
recourse was had to the courts because 
a minor’s interest was being affected by 
some action of the partnership. While 
the father exercised control and man- 





™ 47 B.T.A. 607. 
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agement of the property of the minors, 
he did so as their natural and legal 
guardian. The Court upheld the valid- 
ity of the partnership. 

Four related cases®* were decided in 
May 1943 by the Tax Court. They in- 
volved four taxpayers who were gen- 
eral partners in a textile business. The 
business was dissolved and on the same 
day a limited partnership was formed. 
The partnership assets of the old firm 
were transferred to the newly formed 
limited partnership. The agreement in- 
cluded as partners all the wives and all 
the husbands and wives as trustees of 
five minor children. The old partners 
became general partners of the limited 
partnership and all the other partners 
were limited partners. Each general 
and each limited partner made cash con- 
tributions to the capital of the new firm 
and each shared in the profits according 
to a fixed percentage. At the time of the 
formation of the limited partnership, 
the general partners had no need of ad- 
ditional capital for their business nor did 
they want new partners in order to ob- 
tain their services. They were desirous 
of effecting tax reductions and also of 
protecting their families by isolating 
some of their earnings from the hazards 
of the business. Neither the wives nor 
the trusts had any voice in the conduct 
of the new limited partnership. 

The Commissioner contended that 
the transaction was lacking in good 
faith and that it was carried out for the 
sole purpose of attempting to save 
taxes. With respect to the profits cred- 
ited to the trusts, the Commissioner as- 
serted that the general partners retained 
such substantial ownership and control 
of the trust principal as to render the 
trust income taxable to them under sec- 
tion 22A, and that since they could ap- 
ply both principal and income of the 
trusts to their own legal obligations that 
therefore the income was also taxable 
under Section 166 and 167. These sec- 
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tions, to be discussed briefly later, pro- 
vide for the taxation to the grantor of 
income of a trust where the grantor is 
deemed still to be the owner of the prop- 
nsferred in trust, either 
because he has retained an interest in 
the corpus of the trust (Sec. 166) or 
becau se he has retained an interest in 
the income of the trust (Sec. 167). 

Surprisingly enough, the Tax Court 
‘Id that the 
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wives and the trusts cre- 
children ac- 
limited 
artners. The opinion begins by assert- 
ing the proposition that there is nothing 
in the Revenue Acts to prevent the 
members of a partnership from taking 

n tl Wil 
familie ;as partners. One of the cases 
| as valid for his 


es or other members of their 


proposition 1s the 


Justin Potter case dicussed above. If 
in tact, the wives or members of a fam- 
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partnership interests, 
e source of the contributions which 
embers make to the cap ital of 
the firm is of no consequence. “What 
was done in this case,” said the court, 
“was not a mere assignment by a hus- 
band of a portion of his income.” In 
everything that was done, the partner- 
ship entity was fully recognized. 

Emphasis should be placed upon the 
fact that this case concerned a limited 
partnership and that the immunity of 
the limited partner's separate estate 
from liability to creditors of the busi- 
ness ioned upon his refraining 
from taking any pz rt in the management 
business. ‘A taxpayer’, said 
the court, “may employ whatever legal 
means he has at his command to reduce 
taxes.” The shares of profits received 
by limited partners flow directly from 
theis capital interests. 

The attempt to split up the family 
income by bringing minors into the 
picture, usually problems 
nected with domestic relations 
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interest in a family 
partnership engaged in road c 
tion, ranching and farming in 
Mexico. The taxpayer assigned a 5% 
interest in the partnership 
for the benefit of each of two minor 
children. The father 

and he had also reserved broad powers 
of se and control over 1! 
principal | f trust, including a right 
to invade a principal and to provide 
and pay necessary living expenses a 
maintenance hild : 





was 


of the children. | 

father himself continued to operate th 
business as a partnership, having f 
control of the partnership interest he 
had given to the children. 








The father was taxed on the 
from the trust. The court decided the 
case principally on the basis of Helver- 
ing v. Clifford, which involved a short- 
term trust wih a re-allocation of in- 
come within an intimate family group. 
The case is probab ly distinguished { 
the Potter case in that here th 
never really made an outright gift. A 
somewhat similar case, ie 
was decided on the same day in the 
same way. 

As an indica 
sury Department will attack a 
partnership case, we might consider 
the case of a father who contributed 
961% of the capital of a partner rship, 


consisting of securities, and a son 


tion ot how the | rea- 








3Y%. 97V4% of the income was de- 
rived from these securities and the 
father’s personal salary. n was 
given a 41° ¢ distributive vt the 
partnership profits. The Cour 


held the partnership not to 
fide but meré ly a vehicle for re-allocat- 
ing family income.® (Joseph J. 
Swergord Memo T.C. 10/30/44). 
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The most recent Tax Court decisions 
concerning family partnerships (all 
after May 1945) follow the leading 
ideas enumerated above. In McEach- 
ern v. Commissioner® the taxpayer 
made his daughter a partner in his oil 
and gas distributing business. The 
Tax Court considered all of the part- 
nership’s income as that of the father 
because the earnings were attributable 
to his personal services. In Thorrez v. 
Commissioner®§ the Tax Court denied 
the existence of a partnership for tax 
purposes, because the gifts of the part- 
nership shares to the wives and children 
were not completed gifts. The donees 
could not dispose of their interest, with- 
out first offering them to the other 
partners at their appraised value and 
they could not dispose of them to any 
outsider except upon approval of the 
partners ; they had no voice in the man- 
agement of the partnership and could 
not bind it by any of their acts. In 
DeKorse v. Commissioner® the Tax 
Court stated: “Viewing the transac- 
tions here as a whole, we think that 
what the petitioners intended to do was 
not to make out and out gifts of the 
assets of the business to the wives * * 
but was to give them portions of the 
income from the business so as to avoid 
income tax liability thereon, a thing not 
countenanced by our income tax laws.” 
In Thornton v. Commissioner” it was 
held that no more assignment of a right 
to income but a transfer of property 
rights had taken place and that the gift 
to the wife was a real and complete gift. 

In Munter v. Commissioner” the 
Tax Court found that no income was. 
ever distributed to the wives, the hus- 
hand could fix his own compensation, 
and each of the husbands could prevent 
the sale or assignment of the interest 
given the wife. Under the agreement 
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the husband would succeed to the in- 
terest of wife upon her death, and there 
was no corresponding provision enti- 
tling the wife to the husband’s share, if 
he predeceased her. The majority did 
not recognize the partnership, because 
no completed gift had been made. In 
Fox v. Commissioner* the family part- 
nership was disregarded, because the 
earnings were attributable to the per- 
sonal services of the husbands. In 
Lewis Hall Singletary v. Commis- 
sioner’? it was found that personal 
services dominated the business and 
capital was only incidental, further- 
more that the parents’ interest in the 
business was to be left to the taxpayer 
to the exclusion of his brothers and 
sisters; therefore the Tax Court con- 
cluded that the income of the business 
belonged in toto to the taxpayer. 

Also recently the Eighth Circuit 
affirmed a decision of the Tax Court in 
the case of Francis Doll v. Commis- 
sioner."* The taxpayer conducted a 
commission business based solely on 
personal services; in 1932 he entered 
into a partnership agreement with his 
wife. The Eighth Circuit declared that 
it relied on the conclusions of Tax 
Court (according to the Dobson rule) 
as to whether a partnership existed for 
tax purposes. The Tax Court had 
denied the existence of a partnership 
and the Circuit Court added that ac- 
cording to the evidence the partnership 
contract “did not make any substantial 
change in the taxpayer's economic 
situation”. 


Jointly Owned Property 
In the case of property owned jointly 
by husband and wife, the income is 
taxable to each spouse in proportion 
to the interest owned by each. A 
husband could therefore make a 


com- 








pleted gift of one-half of securities 
owned by him to his wife and there- 
after he would be taxable only on one- 
half the dividends received. And of 
course the profit on a sale is taxable to 
each in accordance with the interest 
owned by each. 

In the case of property owned as 
tenants by the entirety husband and 
wife each have an undivided interest in 
the entire property. The taxation of 
the income from such an estate depends 
upon the law of the state in which hus- 
band and wife are domiciled. In Mass. 
for example the husband would be 
taxed upon the entire income under 
the common law rule that the husband 
was entitled to the full use of the income 
from an estate by the entirety. In 
New York, which has abolished the 
common law conception, husband and 
wife would each be taxable on one-half 
the income. The department has ruled 
that regardless of the rule governing 
the taxability of income, gains and 
losses are divided equally by husband 
and wife upon the sale of such property. 

Upon the death of one spouse the 
property vests by operation of law in 
the other, so that the entire income is 
taxable to the survivor and not to the 
estate of the decedent. 

Close Corporations 

The extent or burden of a tax on 
realized income depends upon the 
classification of the taxable person or 
entity. The same dollar amount of 
realized income may involve a greater 
or lesser tax burden depending upon 
the time and manner of taxing such 
income. Income may be made subject 
to tax but once, when it is recognized, 
and taxed only to the recipients or 
beneficiaries thereof; or, more than 
once, as where income is first recog- 
nized and taxed as corporate income 
taxed to the stockholder 


and again 


recipients of such income. 

Double taxation of corporate income 
is one of the controlling factors in de- 
termining the legal form of a business 
association and the status of beneficial 
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stockholders. 
Wherever the decision of a partnership 
or corporate torm of organization rests 
solely or chiefly on the relative tax 


Owners as partners or 


burden to the income beneficiaries, 
whether partners or stockholders, then 
the corporation so regarded would ordi- 
narily be a “close corporation”. The 
class of corporations referred to as 
close corporations are distinguishable 
from other corporations only by the 
absence of public ownership of corpo- 
rate shares. However, in a practical 
sense, close corporations suggest the 
ownership of corporate shares within a 
limited group of persons who repre- 
sent both ownership and management 
of the corporation. 

At the outset, it is significant to 
enumerate certain features of corporate 
taxation which have no counterpart in 
taxation of persons, and which result 
from the character of the business and 
other fact considerations, distinct from 
the methods of taxation applicable to 
corporations generally. 

(1) Corporations may be taxed as 
personal holding companies by reason 
of the character of corporate income 
and ownership of stock by or for not 
more than five individuals. 

(2) Corporations may be taxed for 
improper accumulation of surplus 
solely by reason of the fact that there 
is no acceptable business reason for 
retaining corporate profits. 

The close corporation — ordinarily 
would be more vulnerable to such taxes 
than the larger publicly owned corpora- 
tion, since ownership of voting stock 
by or for not more than five individuals 
would not be uncommon among close 
corporations and, in addition, the 
sire of stockholders in close corpora- 
tions to avoid the imposition of personal 
income tax on corporate distributions 
has prompted the use of corporate 
funds for corporate non-business in- 
vestments and for corporate loans or 
advances to stockholders. Such in- 
vestments and loans or advances to 
stockholders coupled with a substantial 
accumulation of surplus would ordi- 
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narily involve the corporation in a 
section 102 tax controversy. At this 
point, it is noteworthy to call attention 
to the fact that an agent’s examination 
of a corporate income tax return now 
requires an affirmative statement in the 
agent’s field examination report that 
the taxpayer is or is not subject to 
section 102 of the Internal Revenue 
Code. 

The relative tax advantages between 
operating as a corporation or as a part- 
nership depend upon the circumstances 
of a given case. In any case, however, 
the comparison would require consider- 
ation of different taxing methods and 
different kinds of taxes. The corpora- 
tion would be subject to federal capital 
stock tax and the related declared value 
excess profits tax, as well as a normal 
tax, surtax and excess profits tax. In 
addition, the state franchise tax would 
be involved. Such taxes would be 
additional taxes from the viewpoint of 
the beneficiaries who would be subject 
to taxes on dividend distribution and 
compensation payments, if anv. How- 
ever, at current tax rates, and exclud- 


ing consideration of excess profits 
taxes, the additional corporate taxes 


may still involve a lesser over-all tax 
burden than the taxes on partners’ dis- 
tributive shares, especially if there are 
growth possibilities and a considerable 
portion of profits is reinvested in ex- 
pansion of plant and business, and 
therefore not made subject to individual 
taxes. 

Converting the form of a business 
organization involves a careful balanc- 
ing of all favorable and unfavorable tax 
consequences, as well as a future esti* 
mate of business prospects of the suc- 
cessor organization. Carry-over of past 
operating losses and carry-back of 
future losses are available only to a 
continuing business entity. An opera- 
ting loss of a partnership firm is not 
available as a carry-back to a predeces- 
sor corporation or as a carry-over to a 
successor corporation. The same is true 
of an operating loss of a corporation. 
And, in the case of a corporation owned 
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by husband and wife who continue the 
business as partners after liquidation 
the validity of the family partnership 
for tax purposes may be questioned if 
the stock of the wife before liquidation 
was acquired by gift from the husband 
and such gift was made in contempla- 
tion of conversion of the corporation 
into a husband and wife partnership. 

The Jiquidation of a corporation in- 
volves the distribution of corporate 
assets in exchange for the surrender 
and cancellation of corporate stock. 
Such an exchange is fully taxable to the 
stockholder-distributees and is subject 
to the capital gain and loss provisions 
of the law. However, the measure of 
gain is the excess of the fair market 
value of property received over the 
basis of the stock to the stockholders ; 
subject, however, to recognition of a 
taxable gain of 50% or 100% depend- 
ing upon the holding period of the 
corporate stock. The basis of property 
to the successor partnership is the fair 
market value, and if such property con- 
sists of stock in trade or other saleable 
property, no tax would be payable by 
the partners on the subsequent sale for 
profit of such property up to the excess 
of the partnership’s fair market value 
basis over cost or other basis to the pre- 
decessor corporation. 

The conversion of a partnership to a 
corporation would ordinarily involve a 
tax free exchange of property for stock, 
provided that the partners immediately 
after the exchange are in control of the 
corporation by ownership of at least 
80% of the voting stock of the corpora- 
tion and at least 80% of all other classes 
of stock, and the amount of stock and 
securities received by each partner is 
substantially the same as his interest 
in the property prior to the transfer to 
the controlled corporation. If partners 
do not qualify the exchange of property 
for stock as a tax free exchange, then 
the conversion of the partnership would 
involve a tax comparable to that result- 
ing from the liquidation of a corpora- 
tion. 
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Trust Income; Section 22A: 
It has always been possible for a 
taxpayer to divest himself of his legal 
ownership in property through the trust 
device. Trusts are recognized under 
the Internal Revenue Code as taxable 
entities and it is legally possible for a 
taxpayer himself to create taxable enti- 
ties. This suggests the possibility of 
utilizing the trust device to split income. 
For years this has been a favorite 
and popular device. For years also the 
Treasury Department has been aware 
of the efficacy of this device in reducing 
surtaxes, but so strongly have legal 
concepts of property and property 
rights been part of the very fabric of 
the law that the Treasury Department 
had felt helpless in its efforts to elimi- 
nate this method of tax avoidance. In 
recent years however, with the assist- 
ance of the courts, equitable and 
practicable considerations have enabled 
the Treasury Department to reduce the 
possibilities of avoiding taxes through 
this device, where the grantor retains 
powers with respect to the property. 
One of the outstanding cases which 
enabled the Treasury Department to 
make a real entering wedge into this 
favorite method of splitting income was 
Helverin v. Clifford.”® In the Clifford 
case the grantor was himself the trustee. 
The trust was to continue for a period 
of five years but could terminate earlier 
on the death of either the grantor or 
his wife. On the termination of the 
trust the entire corpus was to be paid 
to the grantor except that undistributed 
income was to be paid over to the wife. 
During the term of the trust the income 
was to be distributed to the wife or ac- 
cumulated at the discretion of the grant- 
or. Furthermore, the grantor as trustee 
retained broad powers with respect to 
the management and investment of the 
trust property. The trust was typical 
of what are popularly called short-term 
irrevocable trusts. 
There was no question of the grant- 


© See note 44, supra. 
*© 122 F(2d) 171, cert. den. 
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or’s right to create such a trust nor 
that it was valid under state law. Never- 
theless for tax purposes, the grantor 
was considered as remaining “in sub- 
stance” the owner of the very property 
he had transferred and therefore, he was 
taxable on the income under the general 
definition of income in Section 22-A. 
Section 22-A reads in part as follows: 
“Gross income includes gains, profits, 
and income * * * of whatever kind and 
in whatever form paid, or from * * * 
dealings in property, * * * growing out 
of the ownership or use of or interest 
in such property * * * or gains or profits 
and income derived from any source 
whatever.” This section defines gross 
income in very general terms, but the 
court felt that the “broad sweep of the 
language indicates the purpose of Con- 
gress to use the full measure of its tax- 
ing power within these definable cate- 
gories” and the court felt that the gen- 
eral terms of the section were sufficient 
to enable it to tax to the grantor the in- 
come from this particular trust. Clif- 
ford was deemed “in substance” to be 
the owner because the duration of the 
trust was short, his wife was the bene- 
ficiary, and he retained control over the 
corpus as trustee. It should be pointed 
out that in the Clifford situation, the in- 
come remained in the family and the 
husband had complete assurance that 
the trust would not effect any substan- 
tial change in his economic position. 

In subsequent decisions, it has not 
been possible to draw any definite prin- 
ciples as to when Section 22A will be 
applied. Each case must be determined 
by an analysis of the terms of the trust 
and all the circumstances attendant on 
its creation and operation and “no one 
fact is normally decisive but all consid- 
erations and circumstances are relevant 
to the question of ownership and are 
appropriate foundations for findings on 
that issue.” 

In the case of Helvering v. Elias," 
the term of the trust was six and one- 
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half years, the grantor was not the 
trustee but the children were the bene- 
ficiaries. Nevertheless the income was 
taxable to the grantor because of the 
high degree of control. 

In the case of Verne Marshall** an 
irrevocable trust was set up for the ben- 
efit of a wife and children. The term 
of the trust was not limited to any 
period of time. In all other respects the 
trust paralleled those in the Clifford 
case. It was held that the settlor re- 
tained in substance the full benefits and 
control over the property of the trust 
and the income was taxable to the hus- 
band. 

In the case of F. S. Hyman" a wife 
transferred property to herself and her 
husband as trustees. The income was 
to accumulate until an only son reached 
the age of twenty-one when the accum- 
ulated income was to be paid to him. 
Thereafter the son was to continue re- 
ceiving the income until he reached the 
age of thirty, at which time the entire 
principal together with any undistrib- 
uted income was to be paid to the wife. 
The trustees had broad powers of man- 
agement, amounting said the court, 
“practically to all the powers an indi- 
vidual would have as to his own prop- 
erty.” The wife had also reserved the 
right to designate any beneficiary other 
than herself to receive the principal and 
income in place of her son. She could 
also remove the trustees. The entire 
income was taxed to the wife under the 
Clifford rule. 

On the other hand a more recent de- 
cision of the Circuit Court’® in revers- 
ing the Tax Court states expressly that 
a father can by deed of trust give prop 
erty to a child, be himself the trustee 
and retain control and management for 
the benefit of the estate without being 
subject to tax on the trust income. And 
in Central National Bank of Cleveland 
v. Com’r® the Court declares that even 
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*” Armstrong v. Com’r, 143 F(2d) 700. 
141 F(2d) 352. 

* Reg. 111 Sec. 29, 166-1(b). 
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if all three conditions generally con- 
sidered as governing a Clifford situa- 
tion are present—length of term, family 
relationship and measure of control re- 
served by grantor, the Clifford case 
does not require that the trust income 
necessarily must be considered that of 
the grantor. Where such circumstances 
coincide special scrutiny is necessary, 
“lest what is in reality but one economic 
unit be multiplied by devices which 
though valid under state law are not 
conclusive in so far as sec. 22(a) is 
concerned.” The Court continues: “It 
may be conceded however that a short 
term family trust, with substantial con- 
trol thereof reserved, has not yet sur- 
vived such scrutiny.” 


Trusts Under Section 166: 


If a grantor transfers property in 
trust but has the power at any time to 
revest the title to the property he has 
transferred back to himself he will be 
taxed upon the income from the prop- 
erty even tho the transfer would other- 
wise appear to be irrevocable. 

The regulations*: define a power to 
revest as a “power or ability to retake 
the trust corpus to the grantor’s own 
use whether effected by means of a 
power to revoke, to terminate, to alter 
or amend, or to appoint.” 

Such a power may exist in the grant- 
or acting in conjunction with some other 
person. Under those circumstances the 
grantor will still be taxed upon the in- 
come, if the other person does not have 
a substantial interest adverse to the 
grantor. Each case must be considered 
on the basis of the facts to determine 
whether the other person has a sub- 
stantial interest in the property which 
is adverse to the interest of the grantor. 
Generally a trustee does not have an 
adverse interest. Generally a benfici- 
ary does. 
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If the grantor does not himself have 
the power to revest title to him, but 
such a power exists in some other per- 
son, acting alone, the income may still 
be taxed to the grantor if the other 
person does not have a substantial ad- 
verse interest in the disposition of the 
yroperty. 


Trusts Under Section 167: 

A grantor may still be taxed upon 
the income of property transferred in 
trust even though he has retained no 
interest in the corpus of the trust. That 
will be the case where he has neverthe- 
less retained an interest in the income 
of the trust. Such trusts are taxable 
under section 167 of the Code. The 
regulations*? covering this section are 
quite sweeping: “The test as to the 
sufficiency of the grantor’s retained 
interest in the trust income, resulting 
in the taxation of such income to the 
grantor, is whether he has failed to 
divest himself, permanently and de- 
finitely, of every right which might be 
any possibility, enable him to have such 
income, at some time, distributed to 
him, either actually or constructively.” 
The law and regulations cover the fol- 
lowing situations: 

1. The income of the trust is held 
or accumulated or may in the discretion 
of the grantor be held or accumulated 
for future distribution to the grantor. 

2. The grantor acting alone may in 
his discretion distribute the income to 
himself. 

3. The income may be held or ac- 
cumulated for future distribution to the 
grantor or immediately distributed in 
the discretion not of the grantor but of 
any person who does not have a sub- 
stantial adverse interest in the disposi- 
tion of the income. 

4. The income may be distributed 
or held or accumulated for future dis- 

* Reg. 111 Sec. 29, 167-1(b). 
Douglas v. Willcats, 296 U. S. 1 
“ Helvering v. 


317 U. S. 154. 
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tribution in the discretion of the grantor 
acting not alone but in conjunction with 
any person who does not have a sub- 
stantial adverse interest in the disposi- 
tion of the income. 

5. The income is applied to the pay- 
ment of premiums upon policies of in- 
surance on the life of the grantor. 

The application of income to the 
satisfaction of a grantor’s legal obliga- 
tion comes within the purview of Sec- 
tion 167 as being income which may be 
distributed to the grantor. Under this 
section a grantor was taxed upon the 
income of an irrevocable trust created 
for the benefit of his wife in contempla- 
tion of divorce.** And on the basis 
of this decision a grantor was held tax- 
able on the income of trusts created for 
the support, maintenance and education 
of minor children.** 

It had been the administrative prac- 
tice of the Commissioner to tax to the 
grantor only income actually used to 
satisfy his legal obligations to support 
his wife and dependents. However in 
Helvering v. Stewart,®° the Supreme 
Court held that the mere possibility that 
the income of a trust could or might be 
used to relieve the grantor of his obliga- 
tion to support a minor makes such in- 
come taxable to the grantor. Even 
Congress did not seem to find this de- 
cision acceptable and the revenue act 
passed in the early part of 1943 con- 
tained a provision, overruling the court 
and again taxing the grantor only on 
income actually used to support a minor 
child. 

Time will not permit the discussion 
of cases showing how sections 166 and 
167 are applied to different situations. 
However one case,*® decided in the 
Seventh Circuit on November 24, 1943, 
will illustrate the determination of the 
Commissioner to prevent a taxpayer 
from utilizing the trust device to reduce 
his taxes. Fortunately for the tax- 


Schweitzer, 296 U. S. 551; Helvering v. Stokes, 296 U. S. 551. 


“Com’'r v. Meyer Katz & Helen Katz, 46 B.T.A. 187, aff'd. 139 F(2d) 107. 
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payer, he dotted all his i’s and crossed 
all his t’s and so he was successful in 
his battle with the Commissioner. Not 
all taxpayers are as fortunate. 

The taxpayer executed separate de- 
clarations of trust for the benefit of his 
wife and for each of three minor 
children, one of whom came of age 
during the year the trust was set up. 
The purpose of each trust ‘for the 
children was to accumulate property 
for the benefit of each child, “so that 
he may, at a future date, be financially 
independent and capable of caring for 
himself”. The grantor also provided 
that he would continue to support, care 
for and maintain his son out of his in- 
dividual property and income without 
regard to, and entirely separate from, 
the property declared in the trust 
created. The grantor could not himself 
receive any of the income which was 
required to be distributed to each child 
during his lifetime. The trust could be 
terminated by a written instrument exe- 
cuted as follows: (a) “jointly by my- 
self and my wife until my son reaches 
the age of 21.” Upon grantor’s death 
the corpus was to be distributed to the 
beneficiaries as they reached the age of 
25. There were provisions for contin- 
gent beneficiaries, who might be the 
grantor’s wife or possibly the grantor’s 
heirs at law. <A successor trustee might 
be appointed by the wife, or after her 
death by the children. 

The Commissioner sought to tax the 
income under section 22(a) relying 
upon the Clifford case. While the trust 
duration is not conclusive the court in 
gave the long term character 
of this trust added weight notably be- 
cause the trust property would virtually 
never be returned to the grantor. The 
only real similarity with the Clifford 
case was in the broad powers of man- 
agement vested in the trustee. 

The Commissioner sought to tax the 
grantor under section 166 by reason of 
a provision in the trust agreement that 
the wife had a power to join the grantor 
in terminating the trust until such time 
as a primary beneficiary reached the 


this case 
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age of 21. It was held that the wife 
had a substantial adverse interest in 
the corpus for the reason that under 
the terms of the trust she might under 
certain contingencies receive a one third 
interest in the corpus and income. 

Finally the Stewart case was relied 
upon by the Commissioner in seeking 
to tax the grantor under section 167 he- 
cause there was the possibility of the 
use of the income to relieve the grantor 
of his parental obligation. The court 
held however that in this case there 
was a trustee with an adverse interest 
and also that there was an express pro- 
vision that the grantor would continue 
to support the minors out of his indi- 
vidual property and further that the 
trust property was not to be used for 
the benefit of the grantor. 


Alimony and Alimony Trusts: 

Amounts paid as alimony or for 
separate maintenance are under the 
amendments made by the 1942 Revenue 
Act taxable to the payee. If made 
directly by the husband they are de- 
ductible by him in computing his net 
income. If the payments are attri- 
hutable to property transferred by the 
husband, the amounts taxable to the 
wife are excludible from the husband's 
gross income. 

This treatment applies only if the 
spouses are divorced or legally 
separated under a court decree and 
only if the payments are in discharge 
of an obligation imposed by the decree 
or incurred under a written instrument 
incident to the divorce or separation. 
It should be further noted that the 
above rule applies only to what are 
called periodic payments. For this pur- 
pose installment payments of a fixed 
principal are not considered periodic 
payments unless the principal may be 
paid. over a period ending more than 
ten years from the date of the decree 
and the amount taxable to the wife for 
the year of receipt of the payment may 
not exceed 10% of the principal. 

The rule with respect to alimony pay- 
ments has been extended also to the 
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income which a wife is entitled to re- 
ceive from alimony trusts. Such in- 
come is no longer taxed to the husband 
but rather to the wife.** The wife is 
now treated as the beneficiary of a 
trust and taxable on currently dis- 
tributable income or income paid or 
accrued to her within the taxable year. 

Temporary alimony pending the di- 
vorce decree is not considered income 
to the wife nor is the husband entitled 
to a deduction for temporary alimony. 

In some situations a wife may receive 
periodic payments from the proceeds of 
insurance or as an annuity. Where 
such payments are in discharge of the 
husband’s obligation, or where the an- 
nuity or insurance contract is property 
transferred in discharge of such obliga- 
tion, the entire proceeds are taxable 
to the wife as she receives the pay- 
ments. The 3% formula for the taxa- 
tion of annuity proceeds does not apply 
in such a situation nor would the pro- 
ceeds from the insurance be exempt. 
Correspondingly, there is no deduction 
for the husband. 

Where the decree fixing the payments 
of the wife provides that an amount is 
to be paid for the support of minor 
children, the wife is not taxable upon 
that portion of the periodic payment, 
nor of course does the husband receive 
any deduction. 
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Conclusion: 


Enough has been indicated in this 
presentation to formulate a few tenta- 
tive conclusions. In the law of taxation 
the form of a transaction is of minor 
importance to the substance, the reality 
of the thing done. Taxable income is 
not necessarily legal income. In the 
development of the law and the deci- 
sions taxable income tends to be income 
in the broader economic sense. 

The ease with which a taxpayer may 
create taxable entities such as corpora- 
tions and trusts, the facility with which 
a taxpayer may change from a corpo- 
rate form of doing business to a part- 
nership form, and the reverse, the pos- 
sibility of acquiring other corporations 
for purposes of tax avoidance have re- 
sulted in an emphasis upon the finding 
of a proper business purpose as a basis 
for the acts of a taxpayer. 

Control or command over income.or 
income producing property, legal or 
economic, doing something with the in- 
come which can be said to represent an 
enjoyment of the income in the eco- 
nomic sense, these factors determine 
the proper person to be taxed. Antici- 
patory arrangements will not deflect 
income from the one who earns it. 

In a proper case it is still possible 
for a taxpayer so to arrange his af- 
fairs as to minimize his taxes, but he 
must proceed with care and caution. 
The tax law must be taken seriously, 
not lightly or frivolously. 
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HE statutory authority for re- 

capitalization of a corporation has 
been part of the Federal income tax 
laws since about 1921. 

The present law for recapitaliza- 
tion of corporation emanates from 
Sections 112 (b)(3) and 112 (g)(1) 
(E) of the Internal Revenue Code 
and the corresponding regulations 
issued by the Commissioner of In- 
ternal Revenue. 

Section 112 (b)(3), IR.C., pro- 
vides that “no gain or loss shall be 
recognized if stock or securities in 
a corporation a party to a reorgani- 
zation are, in pursuance of the plan 
of reorganization, exchanged solely 
for stock or securities in such cor- 
poration or in another corporation. .. .” 

Section 112 (g)(E), I.R.C., de- 
fines “reorganization”, “a recapitali- 
zation”. 

Section 29.112 (g)-3 of Reg. 111 
holds that no gain or loss is recog- 
nized on the following transactions, 
and states under Section 112 (g)-3 
(6) “The exchange of stock or securi- 
ties solely for stock or securities of 
the same corporation in the case of 
(a) a recapitalization of the corpo- 
ration... .” 

Recapitalization is not defined by 
the statute. In Helvering v. South- 
west Consolidated Corp. (315 U. S. 
194), the Supremé Court described 
a recapitalization as a_reshuffling 
of a capital structure within the 
framework of an existing corpora- 
tion. 





Maurice P. Geter, C.P.A., has 
been a member of the Society since 
1935 and during that time has been 
an active member on both the Com- 
mittee on Contingent Liabilities and 
Commitments and the Committee 
on Intangible Assets. 
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Federal Tax Status of Recapitalizations 
By M. P. Getter, C.P.A. 





The Commissioner has been re- 
luctant to include in the definition 
of recapitalization a transaction 
whereby capital stock, (issued and 
outstanding), is exchanged for stock 
and bonds (securities) of the same 
corporation. It would seem that this 
transaction, if germane to the con- 
duct of the business, should be with- 
in the meaning of the Internal Rev- 
enue Code and the Commissioner’s 
Regulations. 

A study of the case history reveals 
that the Commissioner has attacked 
this exchange, offering to substan- 
tiate his disallowance with the fol- 
lowing reasons: (1) it serves no 
business purpose, (2) is of no ad- 
vantage to the corporation, (3) the 
bonds (securities) are the equiva- 
lent of cash, (4) the cash (market 
value of the bonds) is taxable as a 
dividend distribution under Sec- 
tion 115 (g), (5) the transaction is 
not a reorganization, and (6) the bond 
received is not actually a bond, rather 
a stock; accordingly, the interest 
paid is more properly called a divi- 
dend and chargeable to surplus ac- 
count. 

Discussion of the case history re- 
veals the attitude of the Courts with 
respect to the ultimate determina- 
tion of non-recognition of gain due 
to exchange of outstanding capital 
stock for new capital stock and bonds 
(securities). 


The Lack of a Good Business 
Reason is Sufficient to Defeat 
the Recapitalization 

The Commissioner successfully 
upset the exchange of stock for 
stocks and bonds and was upheld 
by the Tax Court in Bazley v. Com'r, 
4 T. C. 897, (appealed to C.C.A.-3). 
The transaction was held to be tax- 
able as a dividend to the stockhold- 
ers to the extent of the value of the 
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bonds. The Commissioner held, and 
was sustained by the Tax Court, that 
the exchange business 
purpose (benefitting the stockhold- 
ers by giving them a security more 
desirable to them, less fluctuating in 
value, more regular and certain in 
easier to market, etc.) 
even though the exchange was with- 
in the definition of 112 (b)(3). The 
Tax Court, in its opinion, indicated 
that it would accept as a legitimate 
purpose a wider distribu- 
stock to key employees, but, 


served no 


its income, 


1 1 1 


business 
hat such wider distribution had not 
been accomplished, even after five 
vears had elapsed. The 
it by the exchange were the 
present stockholders and not the 
corporation. The corporation, on its 

in issuing the bonds, charged 
the earned Surplus account with 
face value of bonds, namely, $400,000 
and further reduced the Surplus ac- 
count by $200,000 which was cred- 

Capital Stock account. 
Commissioner did not attack 
“securities”, 
riti- 


only one 


to benef 


books. 


11e 


1 , 
ited to the 
The 


the bonds 


as not being 
rely ing on the eg 
mate business purpose, for the de- 
feat of this transaction. The Tax 
Court states, that in Bass v. Com'r, 
129 Fed. (2d) 300, the First Circuit 
Court held, that where there was 
no effort to capitalize accumulated 
earnings, and earned the surplus 
remained available for future divi 
dend action on the part of the cor- 
poration, the similarity to a divi 
dend disappeared. The Tax Court 
continues “the elimination by the 
process here adopted of an equiva- 
lent segment of accumulated earn- 
ings which would otherwise have 
been available for the declaration of 
a subsequent dividend requires that 
this action be characterized as a dis- 
tribution out of earnings and hence 
as the equivalent of the declaration 
of a taxable dividend.” There were 
five dissents. 


’ 1 ah 
merelv, lack of 1 


However, the Commissioner was 
not so successful in some later and 
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some earlier cases, even though he 
attacked these cases using the same 
arguments aforementioned concern- 
ing the exchange of stock for stock 
and bonds. In Adams v. Conr’r (5 
T.C. No. 40) (reversing 4 T.C. No. 
140) it was held that the recapitali- 
zation of the corporation in which 
stock was replaced by stock and a 
20-year debenture bonds was with- 
out a corporate business purpose. 
It constituted a taxable dividend to 
the extent of the value of the bonds 
and the corporation’s accumulated 
earning, notwithstanding that the 
surplus remained unchanged. There 
were seven dissents. See also Com’r 
v. Kelley Co., 146 Fed. (2d) 466, and 
Talbot Mills v. Com’r, 146 Fed. (2d) 
809, both on appeal before Supreme 
Court, Cert. granted April 30, 1945. 


Recapitulation 

Although the Tax Court originally 
in the Adams case recognized the ex 
change of stock for stocks and bonds 
as a bona fide recapitalization, it 
later reversed itself at a hearing of 
the full Tax Court. Originally, it 
decided the exchange had a good 
business purpose and the bonds re- 
ceived were recognized as securities; 
the corporation exchanged $100 par 
value common stock for new no par 
value common stock with stated 
value of $50 a share and 20-year de- 
benture bonds, 6% of face amount 
equal to 1% of par value of old stock. 
No change was made in surplus ac- 
count and no declaration of divi- 
dend was made. Authorized capital 
was reduced to 1% and balance was 
transferred to an account for pay- 
ment of debenture bonds. The Tax 
Court said that this non taxable ex- 
change had a good business pur- 
pose, saving of franchise tax and 
Federal income tax (reversed 5 T.C. 
No. 40). 

In Crofoot v. Com’r, T.C. Memo, 
Jan. 25, 1945, there was a non taxable 
exchange of corporate cumulative 6% 
preferred stock for its 20-year promis- 
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sory notes in pursuance to a plan of 
reorganization. The twenty year notes 
were held to be securities although they 
could be retired by corporation on any 
interest date. Not being a part of the 
reorganization the common stock was 
left intact. See Com’r v. Kelley, and 
Talbot Mills v. Com’r, Supra. 


What is a Security? 

Securities are described as_ in- 
cluding any obligation of a cor- 
poration which is bought, sold, 
exchanged, and otherwise traded in 
as such by “investors”. The term 
“securities” includes debentures, 
promissory notes, and unsecured 
notes. The Court cases have held 
that in order to be called securities 
or debenture bonds, they must not 
be the equivalent of cash. The pre- 
mature retirement of a long term 
bond may not deprive the bond of 
its character as a security. This 
retirement must not be anticipatory 
nor planned at the time of exchange. 
The option to retire by obligor, is 
beyond the control of the holder 
and should not deprive the bond of 
its classification in absence of a 
promise of the obligor to accelerate 
retirement. The rule of classifica- 
tion should be otherwise if the accel- 
eration were contemplated by either 
obligor or holder to make the bond - 
the equivalent of cash. The Com- 
missioner has often attacked the se- 
curity given in exchange as having 
the aspects of restricted preferred 
stock, and disallowed the interest. 
paid on such debentures as a deduc- 
tion from profit account alleging it 
to be a dividend distribution. This 
issue in Com’r v. Kelley, supra is be- 
fore Supreme Court. Also Talbot 
Mills v. Com’r, (registered notes is- 
sued by family corporation in exchange 
for stock, interest payments thereon 
also treated as dividends). 

In the Kelley case, the Tax Court 
(I T.C. 457) refused to sustain the 
assessment of the Commissioner, and 
itself was reversed by the Seventh 
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Circuit Court. The common stock was 
changed to shares of $100 par value and 
increased to 6,000 shares. Previ- 
ously there were authorized 1,500 
shares no par common stock and 
3,000 shares of 6% cumulative pre- 
ferred, $100 par value of which were 
outstanding 1,110 and 1,124 shares, re- 
spectively. Twenty year income de- 
benture bonds of $250,000, bearing 
interest at 8% were authorized. The 
latter were exchanged for preferred 
stock at $102 per share. The reso- 
lution provided that the balance of 
the debentures were to be sold to 
“only the stockholders of the cor- 
poration”. Subscriptions to $35,000 
to debentures were taken up through 
dividends paid on common stock. 
The purpose of the debentures was 
to raise additional capital to expand 
in the field of finance. A trust agree- 
ment was entered into between the 
corporation and the trustee setting 
forth the terms under which the de- 
bentures were issued together with 
the powers and duties of the trus- 
tee. The president and her brother 
were both officers of the corporation 
as well as trustees of the bond is- 
sue. The transaction (exchange of 
stock for stock and debentures) did 
not add any new money into the 
treasury of the corporation. The 
8% interest was to be paid out in- 
come, if earned; defaults of interest 
payments did not accumulate. At 
liquidation debentures were superior 
only to common stock. All other 
creditors had preference. The de- 
bentures had no voice in manage- 
ment, and even though the deben- 
tures had preference over common 
stockholders these two factors meant 
nothing as the trustees were the 
only stockholders as well as officers. 

The debentures were not shown 
as liabilities on the balance sheets 
for 1937, 1938, 1939 or on tax re- 
turns. Interest payments were de- 
scribed as “Interest, income deben- 
ture stock”. The Circuit Court said 
“the taxpayer ‘hired’ no money here. 
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Its owners swapped papers and 
wound up in relatively the same 
position. The distinguishing 
feature of one (stockholder) is risk, 
and of the other (creditor), secur- 
ity”. Such debentures are risk 
capital. They were not payable 
until all creditors were paid and the 
interest was payable only if earned 
within the period. Apparently, in 
the eyes of the Court this transaction 
had all the aspects of an issue of re- 
stricted preferred stock. 

In Talbot Mills v. Com’r, supra (at- 
firming 3 T.C. 95) “registered notes” 
were received in exchange for stock. 
Payments made as “interest” upon 
the “registered notes” issued by family 
corporation in exchange for 4/5 of its 
outstanding stock were held to be 
dividends and not deductible by cor- 
poration. The interest varied from 2 
to 10%, depending on corporate prof- 
its and postponable in the discretion of 
the directors, and where the registered 
notes could be, and were, subordinate 
to creditors claims. The registered 
notes were more in the nature of a 
capital investrnent than a loan to the 
corporation. Capital stock outstand- 
ing was 5,000 shares of $100 par com- 
mon stock or a total capital stock of 
$500,000 and surplus of $473,000. 
There were but 15 ‘stockholders, all 
members of the Talbot family. Each 
stockholder (under plan of reorgani- 
zation) surrendered 4/5 of his stock 
and received his aliquot share of the 
$400,000 issue of debenture notes. 
Since both the Tax and Circuit Courts 
could find no further purpose for the 
exchange, other than tax avoidance, 
the interest paid was treated as a 
dividend. 

It is hoped that the Supreme Court 
will clarify the definition of an indebt- 
edness and whether the exchange of 
stock for stock and bonds comes within 
the definition of recapitalization in 
Section 29.112 (g)-3(6) of Regs. 111. 

In Com’r v. Neustadt, 131 Fed. 
(2d) 528, the Court said of the de- 
bentures, “they are securities—deben- 
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tures refers to bonds of all sorts, in 
contrast to stock.” 

In Stirn v. Com’r, 107 Fed. (2d) 
390, bonds were not recognized as 
“securities” inasmuch as they matured 
in 24% years and were retired in ten 
months. The securities (bonds) could 
not be said to answer affirmatively the 
question “Do they represent invest- 
ment in business or are they a practical 
substitute for cash as are short term 
notes ?”” 

In speaking of securities (Com’r v. 
Segall, 38 BTA 43, N. A.), the Tax 
Court said “That bonds are securi- 
ties” (Helvering v. Watts, 296 U.S. 
387). In Burnham v. Coim’r, 86 Fed. 
(2d) 776 (certiorari denied, 300 U.S. 
683), the Court held that, “unsecured 
promissory notes due before 10 years 
after date, fall within the term 
‘securities. We believe the debenture 
notes here involved should be likewise 
classified.” 


Not a Dividend Distribution 


The receipt of bonds (securities) 
and stock in exchange for stock has 
frequently been treated as a dividend. 
See Bazley and Adams, cases, supra. 
More frequently it has not been treated 
as the equivalent of cash and, accord- 
ingly not a taxable dividend distribu- 
tion. 

In a series of cases the Tax Court 
relating to a corporate recapitalization 
said (Hooks v. Com’r, T. C. Memo, 
Aug. 22, 1944 and in Gregg v. Com’r, 
T. C. Memo, May 2, 1945), that the 
new preferred and long term deben- 
tures received by the taxpayer in ex- 
change for the preferred stock did not 
constitute a dividend under 115(a) of 
I. R. C. nor “essentially equivalent to 
the distribution of a taxable dividend 
under 115(g), and therefore, the 
amount resulting from this exchange 
(accummulated dividends on and re- 
demption value of new preferred stock 
and new debentures received) should 
not be included in income. In the 
Hooks, case, supra, the Tax Court said 
in approving the non-taxable exchange 
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of stock and bonds that three tests 
should be met: 
1. Legitimate business purpose. 
2. Does the exchange strengthen the 
financial structure ? 
. The Exchange resulted in no 
substantial change of the interest 
of the stockholders. 


we 


The Court advanced seven legiti- 
mate business reasons for approving 
this exchange. 

Exchanges of stock for stock and 
bonds were approved in Schoo v. 
Com’r, 47 B.T.A. 459, (N.A.), Annis 
Furs, Inc. v. Conm’r, 2 T.C. 1096, 
(Acq.) and Docherty v. Com’r, 47 
B.T.A. 462, (N.A.). In Wellhouse v. 
Com’r, 3 T. C. 363, (Acq.) the Tax 
Court held that new securities issued 
in exchange for old were not taxable 
as a dividend, if they do not result in 
capitalization of surplus, whether or 
not the transaction qualifies as a re- 
organization.” 

In the Schoo case, supra, (Commis- 
sioner’s appeal dismissed on March 29, 
1943), the corporation had outstand- 
ing common shares of no par value and 
7% preferred shares, it issued four 
$25 par value common shares in ex- 
change for each no par value common 
share and a 25 year debenture bond 
in exchange for each preferred share, 
par for par. This was treated as a 
non taxable exchange pursuant to a 
plan of reorganization, as four business 
reasons were advanced. 

In Annis Furs, Inc. case, supra, 
there was an exchange of 614% pre-. 
ferred stock for 6% bonds. The com- 
mon stock remained the same. This 
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was treated as a recapitalization citing 
as authority Carpenter Co. v. Com’r, 
47 B. T. A. 626, as well as the Schoo 
and Docherty cases, supra. There was 
a sufficient business reason for reducing 
a 644% preferred stock to a 6% de- 
benture issue and it was held that the 
exchange was not essentially equiva- 
lent to a dividend taxable under 
115(g) of LR.C. 

In the Docherty case, supra, (the 
First Circuit Court in vacating and 
remanding pursuant to stipulation) the 
Tax Court said that there was a legiti- 
mate business purpose in the corpora- 
tion issuing $100 par value stock in 
exchange for no par stock, share for 
share, and $100 in long term deben- 
tures; the transaction should be treat- 
ed without recognition of gain or loss 
to stockholders under Section 112 
(b)(3) of I.R.C., and the debentures 
were recognized as securities. The 
bonds matured in thirty years, 1959, 
or sooner at the company’s option and 
the bonds were subordinated to all 
creditor’s claims. The corporation 
wrote down its capital stock account, 
and, transferred approximately an 
equivalent sum, to the debenture ac- 
count, leaving the number of shares 
unchanged. Here the charge to sur- 
plus was only $998. 

*'Tt is evident that the lack of a busi- 
ness reason may defeat the recapitali- 
zation. The type of security, if not 


within the accepted definition, may also 
defeat recapitalization so that caution 
can not be overemphasized in under- 
taking a recapitalization pending fur- 
clarification by the 


| 


ther Supreme 


Court. 
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The following paper on Bank- 
ruptcy Procedure, prepared by Wil- 
liam P. Herwood, Chairman of the 
Society’s Committee on Bankruptcy 
Procedure, was read by him to the 
Society members who attended the 
technical meeting conducted by that 
Committee, held at the Society’s of- 
fice on the evening of October 3rd: 

The Committee on Bankruptcy 
Procedure has before it the task of 
outlining to the members of the 
Society what bankruptcy procedure 
is insofar as the accountant is con- 
cerned. 

We are all familiar with what bank 
ruptcy is, the regulation and control 
of the bankrupt’s affairs in the 
Federal Court, the administration of 
his estate, the rights of creditors, the 
attorneys for the bankrupt and for 
the creditors, and finally what is the 
position of the accountant in bank- 
ruptcy insofar as his services are 
concerned. 

We propose, therefore, to outline 
briefly the scope of the audit engage- 
ment in bankruptey proceeding’ 
which will deal with the following 
] 


phases: 
1. The audit engagement in bank- 
ruptcy. 

2. The legal postion of the ac- 
countant in bankruptcy work. 

3. The 

The presentation of his work. 

The compensation of the 

countant and how fixed. 


work of the accountant. 


jt 


ts 


ac- 


6. The accountant’s rights to com- 
pensation and how they are 
protected. 

1. The audit engagement in bank- 
ruptcy. 

A bankruptcy arises under the 

following circumstances: 
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(a) A debtor finds himself un- 
able to meet his obligations 
currently due. Under the cir- 
cumstances, he may do one of 
two things: 

(1) He may notify his creditors, 
present his affairs to them 
and have them be the moving 
agent to have him adjudicated 
bankrupt, or 

He may file a voluntary peti- 
tion in bankruptcy on his own 
account. 


+ 


The next procedure would be to 
organize a creditors’ committee, re- 
tain counsel for creditors and con- 
duct an examination of the affairs 
of the bankrupt. 

(b) Sometimes, preliminary to 
the filing of an involuntary peti- 
tion in bankruptcy, the debtor 
may call in his creditors, apprise 
them of his predicament and they 
will move, in advance of the filing 
of a petition, for an investigation 
of the debtor’s affairs and deter- 
mine the best way out. Prelimi- 
nary to a conclusion to be reached, 
an accountant will be engaged 
to make an examination of the 
debtor’s affairs and report to the 
creditors’ committee as to the 
several features of the affairs of 
the insolvent debtor. The 
countant’s report will be the guide 
to the future conduct of the cred- 
itors with the insolvent debtor. 
This work therefore is important. 

The position of the accountant. 
however, is very indefinite and 
uncertain at this stage of the pro- 
ceeding. There is no court con- 
trol, and on undertaking such an 
engagement, there is no retainer 
for the accountant and he relies 
principally on the wish of the 
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creditors’ committee as to how his 
compensation will come about. 
If, as a result of his work, the 
creditors deem it necessary to file 
a petition in involuntary bank- 
ruptcy, it may very well be that 
the work of the accountant to 
that point will be without com- 
pensation because there was no 
jurisdiction of the affairs of the 
debtor in the hands of the Court 
and there was no retainer by the 
debtor of the accountant, but only 
that the services of the accountant 
were engaged by the creditors’ 
committee in behalf of the cred- 
itors. It may be that a claim will 
be permitted to be filed against 
the debtor concern at that point 
which would not be objected to 
by the creditors. 


2. The legal position of the ac- 
countant in bankruptcy work. 


+ 


event that the debtor is 
adjudicated a bankrupt, the account- 

‘Ss engagement then be 
under the jurisdiction of the court. 
The necessity for the engagement 
of an accountant must first be set 
forth for the benefit of the court 
before the court will authorize the 
engagement of the accountant. That 
is usually expressed in a petition or 
in an application prepared in behalf 
of the bankrupt estate that such 
services are essential to the conduct 
of the examination of the affairs of 
the bankrupt and such application 
is coupled with an order of retention 


T } 
Try the 
in tie 


ants must 


in which is fixed the maximum amount. 


of compensation to be allowed the 


accountant. 


3. The work of the accountant. 


What does the accountant under- 
take to do is the next important 
problem. 

Bankruptcy procedure calls for as- 
certaining the correctness of the affairs 
yf the debtor and determination of 
the financial position of the debtor; 
the position of creditors against the 
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debtor and the available resources 
to meet the claims of creditors, and 
finally, the administration expenses 
of the conduct of the affairs of the 
estate in bankruptcy. 

The undertaking of the accountant, 
therefore, in the conduct of his 
audit engagement will be along the 
lines outlined above. His audit en- 
gagement will cover the following: 

(a) Ascertain the correctness 
of the financial statements issued 
by the debtor within the legal time 
of their life or acceptance by cred- 
itors in relying thereon in the 
giving of credit. 

(b) Verification of the correct- 
ness of the financial condition of the 
debtor at the time of insolvency or 
adjudication in bankruptcy. 

(c) Ascertainment of 
ences, if, any, to creditors. 


prefer- 


(d) Proof of such preferences 
—that they were given within the 
four month period prior to the 
time of adjudication in bankruptcy. 

(e) Ascertainment and verifica- 
tion of the claims of creditors and 
their correctness. 

(f) Ascertainment of claims of 
governmental authorities for taxes 
and other related claims. 

(g) The presentation of reports 
to creditors, setting forth all of 
these findings. 

(h) Attending conferences with 
creditors. 

(i) Attending hearings before 
Referee on any proceedings where 
the following facts may exist: 
(1) Shortages 
(2) Preferences 
(3) Contest of wrong claims, ob- 

jection to claims, or incorrect 
claims. 


4. Presentation of his work. 

When the accountant shall have 
proceeded along the lines outlined 
above, he will present the results of 
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his work in a report which will pro- 
ceed along the lines indicated. This 
report will deal with the following: 

(a) Verification of financial state- 
ment isued by the debtor. 

(b) Ascertainment of the finan- 
cial condition as of the date of 
bankruptcy. 

(c) Important comments on all 
discoveries of wrongs and fraudu- 
lent acts, concealments and such 
other related matters as will de- 
termine the correctness of the 
affairs of the debtor in his relation 
with his creditors. 


5. The compensation of accountant 
and how fixed. 
The accountant’s compensation 


comes from the funds of the bank- 
rupt estate. His engagement was 
ordered by the court pursuant to an 
application and his retainer came 
from the court. He must now ask 
the court for his allowance for his 
work done. Despite the fact that 
a retainer was signed for his services 
and an amount stated therein, this 
amount was only a statement as to 
the maximum cost of his services. 
He must prove the value of his 
services. This he does by setting 
forth the nature of his work; the 
necessity of his engagement and 
the accomplishments of his work; 
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then the time spent, and the amount 
of the compensation that is due him 
plus disbursements, if any, and that 
his work was, of course, done on 
the bankrupt’s estate. 

Another situation may arise where 
the original retainer of the accountant 
may not be large enough to cover 
the work to be done. When such 
a point is reached, the accountant 
must move to have his original 
retainer increased so as to cover 
additional cost of his services. li 
he does not do so, his application 
cannot be in an amount greater than 
that reserved in the retainer. (The 
form of retainer, of course, is avail- 
able as well as types of reports in 
bankruptcy). . 


6. Form of retainer and style and 
content of accountants report. 
Form of retainer for an accountant 
is available. A style and content of 
an accountants report in bankruptcy 
work is also available. Such reports 
may deal with such instances as 
follows: 
1. Shortages of merchandise. 


ae 


2. Shortages in other assets. 

3. Preferences. 

4. The statement of affairs setting 
forth the amount of secured 
creditors, unsecured creditors 
and preferred creditors. 
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We. Cruisemere was one of the firm’s 
old accountants, and a good one. Once 
when the accounting department had to 
work nights at the end of every month, 
Mr. Cruisemere devised a large clock 
face showing ninety-six hours, which he 


said the department needed the last day 


of the month. 

His little dig started people upstairs 
thinking —and eventually somebody 
thought of McBee. And now, with little 
overtime, the accounting department 





closes the books at the month-end. 


For production and stock control; 
payroll compilation, cost and material 
distribution; personnel, sales analysis 
and research— McBee methods and 
products save time, expense and worry 
... do not involve elaborate mechanical 
installations —or special training of 
staff... have served thousands of firms 
successfully. And all our experience is at 
your disposal... Call any McBee office. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 


295 Madison Ave., New York 17... Offices in principal cities 








with all the advantages 


of ring binding . . . plus new econo 
and new features. 


Here is a new type of loose leaf binding wi 
closely spaced rings for extra protection against shee 
tearing out. It is strong, but light in weight . . . ope 
closes, and handles easily . . . grips and holds sheet 
of all kinds securely. Great for today’s thin pap 


The applications of “ NUMER-RING” in days to co 
will be many and varied . . . catalogs, price lists, da 
books, manuals, visible, ringbooks, pay-roll books, a 
a host of others. Meanwhile it is becoming availab 
in stock covers and can be “tailor-made” in an asse 
ment of styles and materials to meet your specification 


ASK YOUR STATIONER 
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Staggered rings make 
sheets turn without friction 
and simplify insertions. 
Equipped with an easy- 
opening device. 


Closely spaced rings for Neat in appecrence—light Ring arrangement allows 


extra protection against in weight. 


sheets tearing out. 


tents lie flat when binder leaf mechanisms. 


is open. 


Price compara- sheets to be assembled 
Con- ble to least expensive loose with visible margins. Light 
gauge rings with accuse 
rately matched joints. 


NATIONAL BLANK BOOK COMPANY 


HOLYOKE, 


CHICAGO 


MASSACHUSETTS 


BOSTON SAN FRANCISCO 


November 











